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State tax allocations and formulas which 


affect management operating decisions 


by Albert H. Cohen, cpa 


Most tax practitioners are only too glad to leave to a frustrated management the wrangles 


arising from efforts of the several states to exact the maximum tax from any and all busi- 


nesses operating in more than one state. But a surprising number of ordinary operating 


decisions have a serious effect on state tax liability, and worse, on irritability of the collec- 


tion process. This article, which is based substantially on parts of the author’s research for 


the Controllership Foundation, is intended to give the tax man a thorough, but quick, 


picture of how allocation and apportionment for state taxation works. 


HERE THE OPERATIONS of a corporate taxpayer 
W cross state boundaries and income is derived 
from sources in more than one taxing jurisdiction 
there must be a method for identification of source 
of income. The methods currently prescribed range 
from complete “separate accounting” to complete 
reliance upon a statutory formula. 

Separate accounting is a procedure whereby the 
income-producing activity within each taxing juris- 
diction is accounted for separately. So far as pos- 
sible, each item of revenue and expense is associated 
with its source, and general overhead expense items 
are associated with specific revenues on some accept- 
able accounting basis. 

Actual situations in which separate accounting 
in a unitary business would produce an accurate 
result would be infrequent. However, a number of 
taxing jurisdictions state that they will accept re- 
ports on a separate accounting basis if a taxpayer 
can demonstrate that his method is reasonable. The 
validity of separate accounting is cornmonly recog- 
nized where the activities of a single entity are so 


, unrelated as to constitute, in effect, separate and 


distinct businesses. 
For example, assume that corporation “A” mines 
coal in West Virginia and has a vice president there. 
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It operates a department store in New York, also 
with a vice president in charge. There is no tie 
between them except common top managernent. A 
determination of income or net worth in each state 
would probably be more accurate if done by sepa- 
rate accounting than by allocation or apportionment. 
Even in this extreme case, error could arise from 
an arbitrary assignment of the costs of common 
management. 

Necessarily a unitary business, i.e., a business 
wherein different activities are interrelated and are 
benefited each by the other, cannot determine the 
income from each activity separately. Determina- 
tion by separate accounting of the economic effect 
within prescribed geographic limits of any particu- 
lar phase of a unitary business is artificial and 
extremely awkward. It follows that attempted sepa- 
rate accounting for such central staff functions as 
pufchasing, advertising, financing, accounting, engi- 
neering, legal, tax determination would be most 
arbitrary, uncertain, and difficult. 

A number of jurisdictions permit separate ac- 
counting in lieu of a statutory apportionment 
formula. Frequently the right to separate account- 
ing is merely a protection of the apportionment 
statute from a judicial determination of unconsti- 
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tutionality, in the event its application to a particular 
taxpayer should effect an “unreasonable” result. 
The fact that numerous jurisdictions having appor- 
tionment alternatives short of separate accounting 
have survived court tests of their apportionment pro- 
cedures creates serious doubt about the necessity 
of separate accounting procedures with respect to 
any unitary business. 

At the other extreme from separate accounting 
is the procedure of apportioning the entire amount 
of corporate income among the various taxing juris- 
dictions on the basis of some formula prescribed 
by statute or regulation. Theoretically the complete 
formula method of apportionment is based upon the 
proposition that the entire net income of a business 
enterprise is the final result of certain income-pro- 
ducing factors or elements, i.e., property, payrolls, 
sales, costs of manufacturing. From this funda- 
mental proposition it is reasoned that the net income 
produced by the combination of these factors or 
activities has its source at the locations of the in- 
come-producing agents. 


{pportionment formula method 

Recognizing the impossibility of a precise separate 
accounting for unitary business income on a state- 
by-state basis, all taxing jurisdictions make some 
provision for apportionment by formula.1 The 
formula method requires the computation of an 
“apportionment percentage” determined by ref- 
erence to certain prescribed “factors”. The funda- 
mental theory underlying the use of apportionment 
factors is that the unitary income of an integrated 
business enterprise is the final product of an entire 
complex of contributing elements. A complete 
identification of all the income-producing elements 
in any specific situation would impose tremendous 
clerical and administrative burdens upon both tax- 
payers and tax-collecting agencies. Such an attempt 
would be doomed by the complexities of large-scale 
business operations. To overcome these difficulties 
a process of sampling is resorted to. 

The sampling procedure assumes that certain 
major income-producing elements can be identified 
and that these major elements contribute the largest 
portion of the unitary income of the taxpayer. These 
identifiable major elements are then presumed to be 
representative of the entire universe of income- 
producing activities and are utilized to effect an 
equitable apportionment of the income from all 
income-producing elements. 

On the whole, the theory of an apportionment per- 
centage established by sample is not unsound. 
Nevertheless, it must be recognized that an appor- 
tionment formula based upon a sample of income- 
producing elements may be unrealistic. This po- 
sition is substantially the one taken in the well- 
known Hans Rees’ Sons case.2 In deciding this case 
the court held that the application of a statutory 
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formula could not be required where the results 
achieved in the case of any one specific taxpayer 
could be shown to be obviously unrealistic and 
where more realistic results could be obtained by 
the use of some other method. It must be cautioned, 
however, that any attack upon a specific allocation 
formula imposes a direct burden upon the taxpayer 
to submit proof of inequities and, what is perhaps 
more important, to submit an alternative method of 
apportionment which can be shown to establish a 
more reasonable determination of the income 
subject to state tax. 


Types of formulae in use 5 

Although the basic theory of the statutory ap- 
portionment formula is accepted almost universally 
by taxing jurisdictions, there is widespread dis- 
agreement concerning the factors which should be 
employed in the construction of the formula. Most 
states prescribe special rules for certain types of 
businesses which are unique in themselves because 
of peculiarities of structure or operations (i.e., 
financial, transportation, or public utility corpora- 
tions or corporations engaged in rendering personal 
services). Most taxing jurisdictions also provide a 
general apportionment formula which is intended to 
apply to typical manufacturing and merchandising 
taxpayers. Several states allow for some latitude of 
choice on the part of the taxpayer to omit certain 
factors or bring in additional ones if the circum- 
stances surrounding a particular situation warrant 
a departure from the general rule. 

Table I (page 17) is a summary of the factors pre- 
scribed by the various jurisdictions which levy taxes 
based on or measured by income. A tabular com- 
parison such as that in Table I must necessarily 
disregard provisions for very special cases and must 
generalize where there are slight differences in the 
wordings of the statutes and regulations. Further- 
more, there are occasional instances in which there 
are inconsistencies between statutory requirements 
of a particular state, and the regulations promul- 
gated or tax forms provided as, for example, in the 
case of the Louisiana sales factor. This Table has 
been prepared with emphasis on the typical manu- 
facturing and merchandising taxpayers; qualifica- 
tions to the general formulae indicated in the table 
have been set forth in footnotes. An actual taxpay- 
ing corporation engaged in business in a number of 
states cannot generalize to this extent, and the 
problem of complying with the many different rules 
is quite complex. 

The apportionment formulae which are in use at 


1JIn this connection it should be noted that many states may 
require filling of consolidated returns under the formula method 
apparently on the theory that a group of corporations under com- 
mon control or ownership actually represents an integrated organ- 
ization whose earnings are unitary in nature. 

2Hans Rees’ Sons, Inc. v. North Carolina, 283 U. S. 51 S. Ct. 
385 (1931); P-H SLTS 91,426. 
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the present time fall roughly into the following 
major categories: 


1. Three-factor formulae using sales or gross re- 
ceipts, payrolls, and tangible property; 

2. Three-factor formulae using sales or gross re- 
ceipts, manufacturing costs, and tangible 
property; 

3. Two-factor formulae using sales or gross re- 
ceipts and tangible property; 

4. Two-factor formulae using sales or gross re- 
ceipts and manufacturing costs; 

5. One-factor formulae using sales or gross 
receipts. 


Enforceability of statutory formulae 

The courts have repeatedly upheld the formula 
method of apportionment in spite of the fact that 
taxing jurisdictions have not reached agreement on 
the factors which should be included in the appor- 
tionment formula, and in spite of the inequities 
which are produced by variations in these formulae. 
In Underwood Typewriter Co. v. Chamberlain,’ 
Bass, Ratcliff & Gretton, Ltd. v. State Tax Commis- 
sion, and Maxwell v. Kent-Coffey Manufacturing 
Co.,5 the courts upheld the apportionment of net 
income by the use of a single-factor formula con- 
sisting of the percentage of tangible property in the 
state to total tangible property. In Butler Bros. v. 
McColgan® the court upheld the California three- 
factor formula of property, payrolls, and sales in the 
face of the contention that a separate accounting 
would reveal a loss from California operations. In 
this case the entire operations of Butler Bros. both 
within and without California produced a net profit, 
and the court ruled that the California operations 
must be considered only a portion of the entire 
unitary operations of the enterprise. 

In the light of these decisions it is clearly evident 
that a taxpayer’s defense against inequities is lim- 
ited to the ability to contest the apportionment fac- 
tors and the formula of one specific taxing jurisdic- 
tion as unreasonable under the actual circum- 
stances surrounding the taxpayer. The taxpayer also 
must offer proof of inequities in the form of a more 
reasonable and satisfactory method.? By far the 
greatest difficulty, however, arises not from the 
burden of proof which is imposed upon the taxpayer 
to show injustice but from the fact that the courts 
consider the apportionment formula of each con- 


$254 U. S. 113, 41 S. Ct. 45 1920) [Connecticut]. 

*266 U. S. 271, 45 S. Ct. 82 (1924) [New York]. 

5204 North Carolina 365, affrmed per curiam 291 U. S. 642 
(1933); P-H SLTS 91,404. 

6315 U.S. 501, 62 S. Ct. 701 (1942) [California]. 

™Hans Rees’ Sons, Inc. v. North Carolina, 283 U. S. 123, 51 
S. Ct. 385 (1931); P-H SLTS {91,400-91,438. 

® South Carolina was chosen simply to illustrate very probable 
experience of small or medium-sized corporations doing business 
in adjacent states. North Carolina has substantially the same ap- 
portionment procedures as South Carolina. 
4 . 
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tested taxing jurisdiction in the abstract rather 
than in relation to the formulae employed by other 
jurisdictions in which the same taxpayer might be 
doing business. The inconsistencies existing among 
the formulae for apportioning net income of dif- 
ferent taxing jurisdictions apparently cannot be 
made the grounds for a successful attack upon the 
formula of any one state. Although no cases bear- 
ing directly on this point have reached the Supreme 
Court of the United States, it seems to be the theory 
that net income is only indirectly the product of 
commerce, and hence overlapping does not create 
an unfair burden. 


Conflicts from inconsistencies 

It is not at all difficult to construct a hypothetical 
situation in which a taxpayer might find more than 
100 per cent of unitary net income subject to tax- 
ation at the state level. For illustrative purposes, 
assume that the “X” Corporation has a net income 
of $1,000,000 from its manufacturing and selling 
operations, and that the statutory definition of net 
income is the same in all of the states in which the 
“X” Corporation does business. For the moment 
assume also that the definitions of such items as 
sales and payrolls are consistent within the states 
in which the “X” Corporation is engaged in opera- 
tions. In this manner only those inconsistencies 
which are the result of the use of varying factors 
will be revealed. 

To begin simply, only the adjacent states of 
Georgia and South Carolina will be cited. Georgia 
requires apportionment by the three-factor formula 
of gross receipts (here assumed to be sales only), 
payrolls, and the average inventories of finished 
goods. South Carolina, on the other hand, uses for 
manufacturing taxpayers a two-factor formula of 
manufacturing cost and tangible property. 

The “X” Corporation maintains its manufacturing 
facilities and operations in South Carolina, but its 
sales are about equally divided between South 
Carolina and Georgia through warehouses and sales 
offices located in each state. Because of the struc- 
ture of the enterprise, the pertinent allocation fac- 
tors are assumed to be present in the two states in 
the following proportions: 


South 
Factors Georgia Carolina 

Sales (gross receipts) ............+- 50% 50% 
Payrolls: 

ec ee ee — 100% 

rrr 50% 50% 
PE ED 5 o0.00.060-¥00 660-0094 15% 85% 
Tangible Property: 

Manufacturing .............s00:0 — 100% 
EE ents cate Re haces +secenkse 50% 50% 
Total Tangible Property .......... 15% 85% 

Manufacturing Cost .............6.0. — 100% 
Inventories (finished) .............. 50% 50% 


The state of South Carolina would then require 
computation of its apportionment fraction as follows: 
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Factor Per Cent 
a PR eer re 100% 
RED NE in bas 0a.se'secbswns wasees o's 85 
, EIS A RS eG ARR SRR lea 2k SS ae 185% 
MEE nee docs cddeweeaehahsteesee eso sess 9234 % 


Georgia would require the computation of its frac- 
tion as follows: 


Factor Per Cent 
RnR 5 aa ad cuamibsieebanebakcnca che tes 50% 
EEE ey eS A SnD eee a ~ 15 
ED is susp Av ixancaiee an eos bie 50 
Mes Sea ck 085.0505 binak a nakasedekeaas 115% 
EE an Can esl ivdahccdadgrentasiukhensann 38-1/3% 


With these fractions, the net income of the “X” 
Corporation would be apportioned as follows: 


Te CEE, ac bud caksnatGdaiscaceuce $ 925,000 
Me EE 5c 5 n.cis ook eos c dade dedlwon> onan 383,333 
EE, apa s Kb 0s dicta te eaneeaaewaabs $1,308,333 


Thus, in this simple illustration, approximately 
$308,000 of net income has been created out of 
nothing more than a difference in the factors used 
in computing the apportionment fraction. Admit- 
tedly a choice of relationships other than those used 
in this illustration might alter materially the results 
achieved, but as long as different factors are utilized, 
the possibility of mulitple taxation does exist. It 
might be argued that this corporate taxpayer is not 
acting economically in maintaining its plant and 
manufacturing operations in South Carolina, but 
immobilities might well operate to prevent the ad- 
justments necessary because of a changing tax en- 
vironment. A practical case of this type of situation, 
revealed by discussion with corporate executives, is 
the case of tobacco companies having major manu- 
facturing activities in the Carolinas but doing busi- 
ness in many states. 

To illustrate the opposite possibility introduced 
purely by differences in the factors employed, 
assume that the “Y” Corporation, a mercantile 
enterprise, operates in the adjacent states of Louis- 
iana and Mississippi. Retail stores are located in 
each state, with sales activity being divided approxi- 
mately equally between the two. General adminis- 
trative functions and the corporation’s major ware- 
housing activity are centralized in Mississippi. The 
“Y” Corporation has a unitary net income of $1,- 
000,000. The pertinent relationships existing for the 
various apportionment factors are assumed to be as 
follows: 

Factors Louisiana Mississippi 

0 BE een 50% 50% 

Tangible Property: 

Sellin 


ae U ish eccdnatecereees 50% 50% 
Administrative and Warehousing — 100% 
Total Tangible Property....... 40% 60% 

Payrolls: 
EE 55k gk ns nednmnn as Baaniona 50% 50% 
Administrative and Warehousing — 100% 
, |. RRR Re eat ae 40% 60% 


In Mississippi the apportionment percentage for a 
mercantile enterprise is computed entirely by ref- 
erence to sales. For the “Y” Corporation, therefore, 





the Mississippi percentage would be 50 per cent. 

Louisiana, on the other hand, requires the use of 
the three factors of sales, tangible property, and 
payrolls. To obtain the Louisiana percentage the 
“Y” Corporation would make the following cal- 
culation: 


Factor Per Cent 
ace oh ee ce thiunse asses pane bike meeee 50% 
ED: MIE isons 0 3000000000500 Ra EOE 
RE De PPPOE ne Vr 40 
Dh 55s ob Sica Shee boas 6 hole Cyan eee 130% 
re ree eer ree on” 43-1/3% 


With the use of these percentages the apportion- 
ment of unitary net income would be as follows: 


SN SE es rer Pe ee ees $433,333 
Pe EE osu k. 600646054500 00esdeneweeeel 500,000 
BEE. pins sap heteuaas ese de+ tuetbas tiene $933,333 


Thus, in this situation, the combinations of the 
different formulae produce an escape from taxation 
to the extent of approximately $67,000 of net income. 


Weighting the factors 

Present practice — Completely apart from the ques- 
tion of the choice of factors to be employed in the 
apportionment formula is the problem of assigning 
appropriate weights to the various factors. In this 
area most taxing jurisdictions exhibit a surprising 
degree of uniformity, with only minor exceptions. 
As a general rule the factors chosen are given equal 
weight in determining the amount of unitary busi- 
ness income to be attributed to the particular state 
involved. This result is achieved by obtaining a 
simple arithmetic average of the percentages of the 
applicable factors. Thus, if the percentages of sales, 
payrolls, and tangible property in state “A” were 15 
per cent, 35 per cent, and 40 per cent respectively, 
the average percentage, or 30 per cent, would be 
applied to the total net income subject to formula 
apportionment. This would determine the amount 
to be taxed by state “A”. 

The use of a simple arithmetic mean of percent- 
ages can hardly be justified on any economically 
sound basis, because of the implied presumption 
that each of the factors represented in the appor- 
tionment formula contributes equally in the produc- 
tion of the net income to be apportioned. While this 
presumption may be quite accidentally appropriate 
in some instances, it may well be fictitious in others. 
Equal weighting of all factors of the typical three- 
factor formula of sales, payrolls, and tangible prop- 
erty, invalidates this as an equitable formula except 
for enterprises in which the ownership (or use) of 
physical property, production (as measured by pay- 
rolls), and selling activities, all contribute approxi- 
mately equally to net income. 

One of the greatest obstacles to achieving a uni- 
form allocation formula lies in the fact that the same 
income-producing elements are not found in all 
businesses, and that the proportionate role of the 
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various elements may vary considerably among 
different businesses. While it is generally agreed 
that a three-factor formula of sales, payrolls, and 
tangible property may be appropriate for many 
manufacturing and mercantile enterprises, the uni- 
form application of the three-factor formula to serv- 
ice, transportation, and financial enterprises and to 
other types of special activities would generally 
produce unrealistic and inequitable results. 


Methods of overcoming 
inapplicability of formula 

Most taxing jurisdictions provide for some flexi- 
bility in the application of their statutory apportion- 
ment formulae where inequities are apparent. Fre- 
quently some relief, in the form of the introduction 
of additional factors or the elimination of one or 
more, may be obtained upon petition by the tax- 
payer. However, the relief thus obtained makes for 
numerous special cases and involves the taxpayer 
and the taxing authority in costly administrative 
procedures. A further disadvantage of securing 
relief by special petition lies in the possibility that 
administration may be inconsistent over the years, 
with the result that taxpayers with substantially 
similar problems may be treated differently at dif- 
ferent times. This fact was borne out by the field 
research for this survey in which numerous special 
agreements with specific taxpayers were encoun- 
tered. These rulings are generally not published and 
consequently do not establish precedent. Because of 
the very nature of the apportionment problem, some 
administrative relief must be available for special 
cases of extreme hardship; but when the rules are 
so general that special cases become numerous, the 
general rules lose effectiveness. - 

The suggestion most frequently advanced to meet 
this difficulty is that several general rules or statu- 
tory formulae be developed which could be made 
applicable to different general categories of taxpayer 
corporations. Thus, separate formulae with different 
factors would apply to general classes of manufac- 
turing and merchandising corporations’, another to 
service enterprises, another to financial institutions. 
While this suggestion has obvious merits, it is sub- 
ject to the objection that the classification of many 
enterprises would be extremely difficult and often 
arbitrary. Large enterprises can be found in which 
the activities fall into several of the categories most 
frequently mentioned. To require that a taxpayer 
be classified in only one group could produce 





onerous results unless the number of categories was 
so large as to be awkward in itself. 

Another possible solution to this problem would 
be the development of one method and one formula 
which, by its very construction, could largely over- 
come the present inequities introduced by differ- 
ences in the structures and activities of heterogen- 
eous taxpayers. One direction in which the develop- 
ment of such a uniform formula might proceed is 
suggested by the manner in which several taxing 
jurisdictions currently compute their apportionment 
fractions. North Dakota, for example, uses a two- 
factor formula consisting of tangible property and 
“business”. “Business” is defined as the sum of 
wages and salaries; amounts paid for goods, ma- 
terials, and supplies; and receipts from sales and 
other sources, exclusive of receipts specifically as- 
signed on the basis of domicile of the taxpayer or 
situs of certain property. Both Virginia and Hawaii 
use a one-factor formula in which the numerator is 
the sum of property and gross receipts, while 
Alaska uses a one-factor formula in which the 
numerator consists of the sum of gross receipts, pay- 
rolls, and tangible property. 

The interesting element in these departures from 
customary practice lies in the weighting of the 
various elements which is achieved by combining 
them into one fraction rather than by securing an 
arithmetic mean of each percentage computed inde- 
pendently. It is easily apparent that fraction A 
will ordinarily be substantially different 
fraction B (See below.) 

The initial observation can be made that the 
second fraction weights the elements of sales, pay- 
rolls, and tangible property in proportion to their 
importance to the specific taxpayer. To accept this 
observation at face value, however, would be un- 
fortunate because of the inherent incomparability 
of the elements comprising the numerator and the 
denominator of the fraction. The first objection to 
the use of a composite fraction arises because of the 
presence of the sales (gross receipts) element and 
its position along with the other elements. The sales 
factor came into use primarily to offset possible bias 
introduced by the payroll and property factors in 
favor of “manufacturing” or “producing” states. In 
the usual equal-weighted, three-factor formula this 
balancing function is performed adequately by the 
sales factor, but the inclusion of sales in a composite 
fraction would weight the fraction with a resulting 
bias in favor of “selling” states, i.e., states in which 
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FRACTION A > Sales in State 


Payrolls in State 


Tangible Property in State 





Sales Everywhere 


Payrolls Everywhere 


Tangible Property Everywhere 





Sales in State + Payrolls in State + Tangible Property in State 
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Sales Everywhere + Payrolls Everywhere + Tangible Property Everywhere 
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significant amounts of goods are sold, which were 
produced in other states. This follows from the fact 
that sales dollars do not measure income-producing 
activities, but measure rather the results of those 
activities combined with all others. That is to say, 
sales dollars are not of the same dimensions as pay- 
roll and property dollars. 

To cite a classic example, our present economic 
institutions are such that very little effort is re- 
quired of gold mining enterprises in the disposition 
of their product. Net income in such an environ- 
ment is largely the result of the ownership of prop- 
erty and the extractive and refining activities of 
the enterprise. Nevertheless, sales dollars might be 
large in relation to the dollar measurements ap- 
propriate for property ownership and productive 
activities. The use of a fraction whose numerator 
aggregates sales dollars with investment or current 
expenditure dollars is fundamentally unsound. 

The inclusion of the property element in any com- 
posite allocation fraction adds interesting problems 
relating to the choice of measurement devices. What 
is required, theoretically, is some measure of the 
income contribution of property use which can be 
aggregated with measures of selling and producing 
activities. If all physical properties were rented 





rather than owned, the income contribution of 
property to a tenant could be presumed to be zero, 
and the apportionment of net income after rental © 
expenses could be made logically on the basis of 
selling and producing activities alone. Even this 
observation, however, is subject to limitations where 
rentals are low (or high) because of highly favor- 
able (or unfavorable) long-term leases. 

It has been suggested that a procedure of imput- 
ing a rental for properties owned could be em- 
ployed in assigning a portion of a taxpayer’s net 
income on the basis of property situs, with the re- 
maining net income apportioned by formula. The 
difficulties inherent in the choice and application of 
such an imputed rate of return are apparent, and 
are probably sufficiently damaging to remove this 
suggestion from the realm of possibility.® 

The comments immediately preceding are not in- 
tended to exhaust discussion of the problem of 
weighting in apportionment formulae. Nevertheless, 
some consideration must be given to the fact that 
proportions do differ among businesses, and the use 
of the customary equal-weighted, three-factor form- 
ula should be limited to those situations in which 
the basic assumptions inherent in the formula are 
appropriate. 


The Variety of Apportionment Factors 


HE REAL EXTENT of the diversity in apportion- 

ment procedures can be appreciated only by 
an investigation of the definitions underlying the 
apportionment factors. The most vexatious problems 
lie in the definition of the sales or gross receipts 
factor. Taxing jurisdictions have adopted “situs of 
sale” rules favorable to themselves in the light of 
local characteristics, without any apparent regard 
as to pattern or the impact upon taxpayers engaged 
in intergrated operations in a number of states. 
There are similar problems, not of the same magni- 
tude, in the definitions of payroll, property and 
other apportionment factors. 

With one exception, every state which levies a 
corporate tax based on or measured by income pre- 
scribes either “sales” or “gross receipts” as a factor 
in its apportionment formula. Furthermore, tangible 
property and payrolls appear quite frequently. Al- 
though the agreement upon these factors would 
appear to represent a fairly high degree of con- 
sistency, an examination of the definitions and in- 
terpretations used reveals that this is not the case. 


Sales or gross receipts factor 

Among the states which prescribe specific appor- 
tionment procedures and factors, the “sales” or 
“gross receipts” factor is employed by all but North 
Dakota. Although several jurisdictions use this fac- 


State Tax Allocations and Formulas * 


tor alone as a basis for apportioning unitary busi- 
ness income, most states use one or two additional 
apportionment factors for manufacturing and mer- 
chandising corporations. An examination of the 
rules used by the various states quickly reveals the 
fact that there are several areas of difference in the 
composition and identification of the sales factor 
itself. 

The sales factor may embody more than simply 
sales of tangible property, and when so constituted, 
should more correctly be referred to as the gross 
receipts factor. Usually, items of income which are 
subject to specific allocation are excluded from 
both the numerator and the denominator of the 
sales factor, but the sales factor generally includes 
all “business” income (that income not subject to 
specific allocation), whether it be from sales of 
goods, from rentals of personal property (where 
renting is the business of the taxpayer), or from 
other business sources. 

In the case of manufacturing and merchandising 
corporations, both the numerator and the denomina- 
tor of the sales factor will be composed largely of 
sales of physical product. Where parts of the entire 
business process — from the manufacture (or pur- 
chase) of goods to the final delivery and passing of 


9See George T. Altman and Frank M. Keesling, op. cit., pp. 
110-115. 
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title to the customer —are carried on in several 
states, the method of locating specific sales transac- 
_ tions becomes quite important. Most states have 

prescribed the basis upon which this location should 
be made, but there is no agreement as to which of 
the steps in the manufacturing and distributing 
process is the deciding one. 


Definitions in use 

Location of Sales Office — The most frequently en- 
countered rule is that which identifies the sale with 
the location of the place of business of the taxpayer 
corporation by which or through which the sale was 
made. While the wording of other states’ rules may 
differ slightly, the Connecticut statutory definition 
may be taken as typical of this group. Section 1899 
of the General Statutes of Connecticut stipulates 
that the sales to be included in the Connecticut 
numerator are those 


“ 


. assignable to the offices, agencies or places of busi- 
ness within the state, provided such receipts shall be 
assigned to that office, agency or place of business at or 
from which the transactions giving rise thereto are 
chiefly negotiated and executed.” 

Other taxing jurisdictions which use substantially 
this same definition are: Arizona, Kansas, Maryland, 
Mississippi, North Carolina, North Dakota, Rhode 
Island, South Carolina, Wisconsin, and the District 
of Columbia. 

Another group of states achieves approximately 
the same result by requiring that sales must be as- 
signed locally if they cannot be assigned to a sales 
facility located in some other jurisdiction in which 
the taxpayer is doing business. The states which 
utilize this concept are: Massachusetts, Minnesota, 
Pennsylvania, and Utah. The wording of the Massa- 
chusetts statute is representative. The taxpayers 
doing business in Massachusetts must include in the 
numerator of the “gross receipts” appartionment 
factor 

“... Sales, except those negotiated or effected ... by 
agents or agencies chiefly situated at, connected with or 
sent out from premises ... owner or rented ... out- 
side the commonwealth .. .” [Sec. 38 (6), Ch. 63, G.L.] 

Although several of the group employing this 
concept are significant industrial and commercial 
states, others have been slow to adopt the concept. 
No trend toward consistent adoption of these rules 
is apparent. In fact, other states are firm in their 
resistance to change from the definitions they cur- 
rently use, apparently fearing revenue losses. 


Source of Physical Goods — Another rather large 
group of states identifies the location of the sale 
transaction by reference to the source of the physi- 
cal goods which form the substance of the transac- 
tion. Illustrative of this philosophy is the Alabama 
regulation which specifies that Alabama sales shall 
include those 


“ 


.«+ made from warehouses, 


stocks, or inventories 
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located within the state, regardless of the location of the 
purchaser and regardless of the location of the office, 
branch office, agent, or agencies through which such 
sales are made. Sales made from goods, stocks, and 
inventories manufactured, mined, produced or processed 
in Alabama shall be considered as Alabama sales as 
herein defined.” [Reg. Art. XXIX.] 


The location of stocks from which orders are 
filled is also the determining element in Idaho, New 
York, and Oregon. These three states, however, 
omit the requirement that all sales of goods “manu- 
factured, mined, etc.” must be included in the 
numerator, and both New York and Oregon include 
the added stipulation that sales not made from 
stocks of the taxpayer permanently located at a 
place of business outside the state shall be assigned 
by reference to the location of the sales activity 
carried on in securing the order and effecting the 
sale. This prevents sales from being assigned to a 
place where the taxpayer is not doing business. 


Point of Delivery to Purchaser —One additional 
definition which is used in more than an isolated 
case is that which associates the sale transaction 
with the point of delivery to the customer. Colorado, 
for example, specifies that Colorado sales are those 

“. . . delivered within the state, excluding deliveries for 


transportation out of the state...” [Sec. 26, Ch. 84.1, 
C.S.A.] 


Georgia, Iowa, Oklahoma, and Tennessee are the 
group which uses rules substantially similar to 
Colorado’s. 

The identification of the sale with the location of 
the customer has much to recommend it, especially 
because of the simplicity of the concept and the 
relative ease with which the necessary data can be 
accumulated. Probably the greatest objection which 
can be raised is that sales would necessarily be as- 
sociated with taxing jurisdictions in which the 
vendor taxpayer was not doing business, for tax 
purpose, within the locally accepted meaning of 
the term. This difficulty points up the need for some 
clarification of the concept of doing business. 

This defect in the identification of sales by ref- 
erence to customer location can be overcome in a 
number of ways, none of which is completely sat- 
isfactory in itself. Oklahoma, for example, adds to 
its rule the specific provision that all sales shipped 
from or sold by Oklahoma agencies be counted as 
Oklahoma sales if shipped to an out-of-state location 
at which the taxpayer is not doing business for tax 
purposes. [Tit. 68, Sec. 878(g) (3).] The Georgia 
practice of interpreting doing business for tax pur- 
poses to include making sales in Georgia even if no 
place of business or direct selling activity is carried 
on in state (or even if sales are handled by inde- 
pendent representatives) would solve the problem 
in a peculiar way. Universal adoption of the Georgia 
philosophy would mean that any corporation mar- 
keting its product nationally would be doing busi- 
ness in every state in which sales were made. 
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Others — These methods of identifying sales to be 
included in the numerator of the sales factor account 
for the majority of taxing jurisdictions. Some of the 
states which are not included in the groups above 
may be said to use various combinations of these 
four basic definitions. Louisiana, for example, goes 
farther than any other jurisdiction in attempting to 
include all possible elements in its identification of 
Louisiana sales. The numerator of the Louisiana 
sales factor is constructed by adding weighted 
amounts of the sales associated in various ways with 
the state. Thus for sales under continuing contracts 
the numerator includes: 

1. Forty per cent of sales under contracts nego- 

tiated by Louisiana personnel, plus 

2. Thirty-five per cent of sales shipped from 

Louisiana, plus 
3. Twenty-five per cent of sales shipped to 
Louisiana. 
For other sales, the numerator includes: 

1. Twenty-five per cent of sales secured by Louis- 

iana sales offices, plus 

2. Twenty-five per cent of sales secured by solici- 

tation in Louisiana, regardless of the location 
of the sales office, plus 

3. Fifty per cent of the mail orders received in 

Louisiana, by Louisiana representatives, plus 

4. Twenty-five per cent of sales shipped from 

Louisiana, plus 
5. Twenty-five per cent of sales shipped to 
Louisiana. 

Virginia follows the unusual practice of defining 
its receipts on the combined basis of the location of 
the paying party within the state and the creation 
of the goods within the state. The Virginia statute 
reads as follows: 


“The item ‘gross receipts in this State’ shall include all 
receipts from persons, , corporations, partnerships 
and associations who or which are in this State, wherever 
paid, and all receipts from sales, wherever made, of 
goods, wares and merchandise manufactured, or which 
originated, in this State.” [Sec. 58-131.1, Code of Vir- 
ginia. ] 
The New Mexico rule is unique in that sales are 
defined simply on the basis of place of manufacture, 


and New Mexico is to be credited with 


“ 


. sales wherever made, of products, goods, wares 
and merchandise, manufactured or which originated in 
this state . . .” [Sec. 76-1231 (b).] 

Three of the four remaining states which employ 
the sales factor make only vague mention of the 
definitions used.1° Arkansas identifies sales by the 
“state in which sold” [Reg. Art. 196.], California 
“in accordance with employee sales activity of the 
taxpayer within and without the State” [Reg. 
24301.]; and Vermont requires the numerator of 
the factor to include simply “sales made within the 
State of Vermont” (Form 104, Instructions.). 

Perhaps the most perplexing of all are the Ken- 
tucky regulations which state: 
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“There is no specific formula for determining whether 
or not a receipt should be assigned to Kentucky. Each 
case must be determined on the basis of its own par- 
ticular facts and no one factor alone is considered 
controlling. In general location of the stock . . ., desti- 
nation ..., state where title passes,...in which 
accounts receivable are maintained and pa t re- 
ceived are...to be given weight...” Reg. Art. 


Conflicts in Sales Definitions — All the above defi- 
nitions are currently in use for the apparently 
simple concept of “sales”. With such extreme dif- 
ferences among various taxing jurisdictions (and 
even frankly expressed uncertainty), it is inevitable 
that there be duplications which permit some sales 
to be counted two or more times, and omissions 
under which some sales may not be counted at all. 
It can be shown quite easily, for example, that even 
among the states using the so-called Massachusetts 
formula of sales, payrolls and tangible property, 
some duplication is brought about (or some escape 
from taxation permitted) by inconsistent definitions 
of apportionment factor. Numerous possibilities 
exist, and in the course of this study frequent actual 
cases came to light. Representative illustrations are 
presented below. 

By way of illustration, both New York and 
Massachusetts are “three-factor-formula states”. 
New York, however, defines sales by reference to 
the location of stocks from which goods are ap- 
propriated to fill orders. Massachusetts, on the other 
hand, looks to sales office activity. Within this 
structure of interpretations, sales by a company 
warehousing in New York and filling orders solic- 
ited by Massachusetts salesmen would have to be 
included in the numerators of both states. Con- 
versely, another company, warehousing in Massa- 
chusetts but maintaining its sales force in New 
York, (even if sales were solicited in Massa- 
chusetts) technically would not be required to in- 
clude the sales in either state’s numerator. 

Without too great a stretch of the imagination, 
numerous such instances can be found within the 
present complex of varying definitions in use for the 
sales or gross receipts factor. In fact, when the com- 
plete range of definitions currently in use is consid- 
ered, the possibility for as much as quadruple 
counting of the same sale exists. 

Considering for the moment only the definitions 
which enjoy more than isolated use, the circum- 
stances which locate the place of the sale may be 
stated as follows: 

1. Location of sales office handling transaction. 

2. Stock of goods from which order was ap- 

propriated. 

3. Delivery into state. ; 

4. Manufacture, mining or “origination” within 

the state. 


10Neither is guidance offered in the form of leading court 
decisions bearing directly on the point. Taxpayers have found 
in most of these cases that a “reasonable” definition will usually 
escape challenge. 














If a corporate taxpayer happened to be sufficiently 
inept to locate (or unfortunate enough to be located 
permanently before tax laws were passed) his man- 
ufacturing activities in a state identifying sales 
under (4) above, his warehouses in a state using 
(2) above, and his sales office in a state using (1) 
above, all sales to customers in a state using (3) 
above, would be counted four times. The quadruple 
counting of this company’s sales (if all sales were 
involved) would necessarily lead to the taxation of 
more than 100 per cent of net income. This observa- 
tion can be supported as follows: 

Assumed net income, consistently defined by all 
states — $100,000. States A, B, C and D are all 
three-factor-formula states, but each defines sales 
differently, state A using (1) above, state B using 
(2), etc. Completely ignoring for the moment the 
66-2/3 per cent of net income which would be 
apportioned by the property and payroll factors, 
$133,000 of net income would be apportioned 
among the four states by the use of the sales fac- 
tor alone. State A may serve as an illustration. 
If all sales are handled through a sales office in 
state A, the sales factor for A will be 100 per cent, 
and, effectively, 100 per cent of 1/3 of the net 
income will be assigned to state A. The same 
result would be achieved for the sales factor in 
states B, C and D, to the end that 400 per cent 
of 1/3 of net income would be apportioned among 
the four states. Obviously, this is a ridiculous 
result which clearly calls for some change. 


Actual cases showing 
effects of inconsistencies 

While the situation above may be extreme, the 
problem of overlapping definitions is real, and by no 
means purely academic. Interviews with corporate 
executives brought to light numerous cases, some 
isolated and not too burdensome but others of con- 
siderable impact taxwise. One or two appropriate 
illustrations will suffice. 

One corporation maintains a plant in Missouri 
whose output consists to a large extent of highly 
complex military equipment produced for one of the 
Armed Services. The Service, by agreement, takes 
delivery at the plant as soon as final inspection is 
completed. It so happened that the negotiations lead- 
ing to the granting of the contract took place in 
Pennsylvania. The result is that all sales under the 
contract are included in full in both the Missouri 
and Pennsylvania sales factor numerators. 

Another large corporation maintaining a sales 
headquarters in New York frequently negotiates 
sales of a product which will be acquired from third 
party suppliers and shipped directly to the cus- 
tomer. Geographically Louisiana is the source of 
much of the product. If delivery is made into Vir- 
ginia on such an order, the same sale will be in- 
cluded in full in the denominators of New York and 
» .* 
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Virginia and one-quarter in Louisiana. 

Another company maintains a plant in upstate 
New York which manufactures custom-built indus- 
trial equipment. Sales are negotiated in all parts of 
the country. Every sale, regardless of where sales 
activity takes place or where delivery is made, must 
be included in the New York numerator. The result 
is duplication whenever the sale office is located in a 
state identifying sales by sales activity, or when the 
customer is located in a state identifying sales by 
reference to customer location. 


Uncertainty of identifying element 

Although this is probably of somewhat less sig- 
nificance than conflicts arising from the use of dif- 
ferent identification points for sales, there is the 
additional possibility that the particular event used 
may not be clear cut and easily identified. Inter- 
views with corporate tax executives revealed that 
the identification of a sale by reference to selling 
activity may be extremely difficult. This is especially 
true when the complete negotiation and acceptance 
of a sale must proceed through several adminis- 
trative steps, each of which may be carried out in a 
different taxing jurisdiction. In this connection, one 
corporation which has a district sales office in 
Massachusetts and numerous subordinate sales loca- 
tions in Connecticut (as well as in other states), 
found the interpretations in those two states such 
that sales in Connecticut are included in both the 
Connecticut and Massachusetts numerators, since 
some sales activity takes place in both states. 


Difficulties in the way of 
standard or uniform definition 

Some of the difficulties in the way of a uniform 
definition and treatment of the sales factor are 
indicated below. It should be recognized that many 
of these typify the difficulties which must be re- 
solved before achieving a uniform apportionment 
formula, which might, of course, include additional 
factors. It is impossible to determine whether all 
these problems would be active, and to the same 
degree, if an attempt were made to rationalize the 
apportionment setup by developing two or three 
standard formulae applicable and acceptable to re- 
spective groups of states with similar characteristics 
and tax requirements. 

If some degree of consistency is to be achieved in 
the definition of the sales factor, certain ideals must 
be sought. From the preceding discussion, it can be 
concluded that the sales or gross receipts factor 
must be defined in such a way that there is no possi- 
bility of the same sale being counted more than 
once, or of its escaping inclusion in one state’s 
numerator, unless the sale is assignable to a state 
which does not levy a corporate tax based on or 
measured by income. Furthermore, the ideal defi- 
nition must look to some specific, easily identifiable 











event, action or characteristic. 

Perhaps the greatest hurdle in the path toward 
uniformity is the fact that each taxing jurisdiction 
and each taxpaying corporation thinks of the ideal 
definition of sales in the light of its own situation. 
It is not difficult to appreciate the reluctance of a 
predominantly agricultural state to define sales on 
the basis of warehousing activity. For such a state 
an identification by shipments into the state would 
be consistent with revenue motives. A corporate tax- 
payer, on the other hand, which, as a matter of 
policy, maintains all of its warehousing activities in 
a non-taxing state, would be expected to favor sales 
identification by warehousing activity over identifi- 
cation by the location of the customer. Needless to 
say, no uniform apportionment formula or uniform 
definitions of factors can be expected to generate 
unanimous, spontaneous enthusiasm. Nevertheless, 
in discussing this problem, numerous corporate ex- 
ecutives have stated that their preference for a 
certain formula or for certain definitions would be 
subordinate to their desire for a uniform, reasonably 
consistent, equitable, comprehensible method of 
apportionment. 

Executives who have expressed these views seem 
motivated by a combination of a sense of fair play, a 
consideration of potential internal economies, and 
desire for relief from harassing complexities which 
could be achieved by greater standardization or uni- 
formity. The general consensus expressed by cor- 
porate tax executives is that the present pattern of 
state taxes based on or measured by net income is a 
patchwork built up as the result of immediate pres- 
sures and with purely local interests in mind. The 
result, as more and more states have adopted this 
form of taxation, has been that many taxpaying 
corporations are treated in a manifestly unfair 
manner taxwise and, in addition, are burdened with 
administrative and clerical tasks which are multi- 
plied by the variations existing among different 
states. 


Payrolls 

Definitions used. The payroll or wages factor of ap- 
portionment formulae is also subject to diverse and 
conflicting definition. In this case, however, because 
of the nature of the factor, the conflicts are not so 
frequent, so complex, nor so significant as in the 
case of the sales factor. There are two basic cate- 
gories of rules under which the wages of a corpora- 
tion are assigned to determine the numerator of the 
payroll factor. 


1. Where Services Are Performed — An illustration 
of the first is found in the Maryland Regulation 
3 (D) (e): 


“In determining the Maryland payroll factor, there 
shall be included as Maryland payroll all . . . salaries, 
wages, compensation or remuneration for personal serv- 
ices actually performed in this State in the production 
of business income allocable hereunder . . . where in- 
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Table I: General Statutory Formulae 


Taxing Sales Manu- 
Juris- and Gross Property facturing 
diction Services Receipts Payrolls Costs Other 
Alabama X x xi 
Arizona x x x1 
Arkansas X x2 
California X x3 x 
Colorado x x 
Connecticut x4 x x 
District of 
Columbia X 
Georgia x x x5 
Idaho x x x 
Iowa x 
Kansas x x x6 
Kentucky x x x 
Louisiana X x x 
Maryland X x x 
Massachusetts x x x 
Minnesota X x" x x 
Mississippi X® x x 
Missouri x 
Montana® X x x 
New Mexico x x X10 
New York x x x 
N. Carolina X12 X18 x x1 
N. Dakota x X14 
Oklahoma x x x15 
Oregon x x x 
Pennsylvania x x x 
Rhode Island x x x 
S. Carolina X12 x18 x Xi 
Tennessee X,X16 X18 x xu 
Utah x x x 
Vermont X x x 
Virginia? x x 
Wisconsin X x x 
Alaska!’ x x x 
Hawaii!’ x x 


For manufacturing corporations only. Others use two-factor 
formula. ‘ 
Only for corporations manufacturing within and selling with- 
out Arkansas or manufacturing without and selling within. 
All others use sales factor only. ; 

Property factor omitted by service enterprises. 

Service enterprises use only this one factor. 

Average inventories of product for sale. : 
Merchandising businesses use merchandise or selling costs in 
lieu of manufacturing costs. 

If no manufacturing in Minnesota only gross receipts is used 
as a one-factor formula. 

Trading businesses use one-factor formula based upon sales. 
Three-factor formula is “suggested”, but wide latitude allowed 
in selection of other methods 

“Operating” costs. 

Manufacturers only use this factor. 

Trading corporations only use this factor. 

Used as a one-factor formula for non-trading or non-manu- 
facturing corporations. 

“Business done”. 

“Direct Costs”. 

Merchandising corporations use two sales factors, one based 
upon delivery point and the other based upon sales office 
activity. 

In reality a one-factor formula in which the numerator and 
denominator represent the sums of the two elements. 

In reality a one-factor formula in which the numerator and 
denominator represents the sums of the three elements. The 
fraction obtained is applied to a portion of the income tax 
paid the Federal Government. 
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come in the form of compensation, salary, wages or re- 
muneration is paid for personal services perform 
partly within and partly without this State ... there 
shall be included in Maryland payroll such portion 
thereof as shall be determined by applying to such 
payroll the number of days spent both within and 
without the State in the earning of such payroll.” 


California and Vermont express substantially this 
same rule in their laws, regulations, or tax return 
instructions. 


2. Where Home Office Is Located — A much more 
frequently encountered identification rule is the one 
expressed in New York’s Regulation Article 414: 

“... include all employees regularly connected with or 
working out of an office or place of business of the tax- 
payer within New York, irrespective of where the 
services of such employees were performed.” 


This same rule can be expressed negatively, as is 
done by Massachusetts: 

“. . « compensation of employees not chiefly situated at, 
connected with or sent out from premises . . . owned 
or rented... outside the commonwealth...” ([Sec. 
38 (5), Ch. 63, G, L.] 


Other states which use this rule are: Connecticut, 
Kentucky, South Dakota, Pennsylvania, Rhode 
Island and Utah. 

In addition to the states whose payroll identifica- 
tion rules fall into one of the groups above, there 
are several states which express only very vague 
provisions, leaving great latitude for interpretation. 
For example, the Georgia rule requires inclusion of 
payrolls “paid or incurred in this State” and in any 
case all payments to residents of Georgia. [Sec. 
92-3113, Code of 1933.] The Minnesota rule stipu- 
lates that Minnesota payrolls include those “ 
paid or incurred in Minnesota provided the indi- 
vidual . . . is either employed within this State or 
is actually engaged in work in... this State or 

. is identified with or accountable to an office 
within this State.” [Reg. Art. 19-4(3).] In Missis- 
sippi, payrolls include those “. . . paid or incurred 
in this State .. .”, but no further explanation of 
terms is to be found. [Reg. Art. 247.] In Oregon, 
the test is whether or not there were “. . . services 
rendered in connection with business carried on 
within the state.” [Reg. Art. 507-2.] 


Conflicts 

As in the case of the sales factor, inconsistent 
definitions used for the payrull factor open the 
possibility of double counting or omission where 
compensation covers activity in several taxing juris- 
dictions. If a salesman is connected with an office 
in Massachusetts and travels half-time in Vermont, 
his compensation must be included completely in 
the Massachusetts numerator and one-half in the 
Vermont numerator. Reversing the states would 
produce a situation in which only half of the com- 
pensation would be included in any numerator. (It 
is assumed that the employer corporation is doing 
business in both states.) 
2. * 
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Probably essential elements of the New York and 
Massachusetts rules represent the basis for a con- 
sistent definition generally equitable to all con- 
cerned. A practical advantage is that data on pay- 
rolls by office and branch probably coincide with 
state unemployment compensation data, thus facil- 
itating calculation of the factor. This would avoid 
the additional record-keeping chores needed to 
assign payrolls on the basis of time spent in different 
jurisdictions. 

A further criticism of proration on a time basis 
is that some payrolls may be assigned to a state in 
which the corporate employer is not doing business. 
This could conceivably be true where the only 
activity of a corporation within a state consisted of 
sending traveling salesmen on periodic visits. As 
a matter of practice, most taxpayers report the same 
payroll data as that used for state unemployment 
compensation purposes, and this practice has been 
generally accepted by tax administrations. 

Another area of potential conflict in the payroll 
factor lies in different treatments of executive and 
general administrative compensation. Louisiana re- 
quires that “general salaries” be apportioned on the 
basis of in-state and out-state “direct” payrolls [R.S. 
47, 245(3).], while New York and Vermont do not 
consider compensation of general executive officers 
at all. A corporation maintaining its general offices 
in New York or Vermont would thus gain a slight 
advantage because its executive salaries would be 
in no numerator. On the other hand, if officers’ 
salaries must be included in the state where the 
officers are employed, some overlapping will occur 
if a portion of those general salaries is required 
to be included as well in the Louisiana numerator 
based upon Louisiana’s direct payrolls. 

On the whole, however, the differences existing 
in the definitions of the payroll factor are not nearly 
so wide as that in the case of the sales factor. Be- 
cause only a very few states identify payrolls on the 
“time spent” basis, there would seem to be a good 
possibility that the existing differences might be 
resolved around the more generally accepted “home 
office” idea. 


Manufacturing costs 

In lieu of the payroll factor as a measurement of 
productive activity within the state, a number of 
states use the broader concepts of “manufacturing 
costs”, “operating costs”, or “direct costs”. Each of 
these concepts possesses the highly desirable virtue 
of broadening the base of the apportionment factor 
and of reducing the possibilities of bias; but a 
greater offsetting disadvantage arises in the defini- 
tional and accounting difficulties which are gener- 
ated. Those states which utilize the manufacturing 
cost factor in lieu of simple payrolls (Alabama, 
Arizona, Arkansas, Kansas, South Carolina, North 
Carolina, Tennessee and Wisconsin) either define 
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the concept to be as computed under the best ac- 
counting practice customary in the industry, or 
make no clarification whatsoever. Such loose defini- 
tions do no more than invite controversy requiring 
negotiation or some other means of resolution. 

Perhaps the most damaging objection against these 
broad cost concepts is that a breakdown of the cost 
aggregates by states presents many of the same 
problems, uncertainties and the sarhe necessity for 
assumptions as would a complete separate account- 
ing. To the extent that separate accounting is con- 
sidered impractical in many cases, inclusion of pay- 
rolls and all other manufacturing or operating cost 
elements is also impractical in all but extremely 
simple situations. 


Tangible property 

The tangible property apportionment factor is not 
controversial, largely because of the location of the 
property is seldom in dispute. There are, however, 
certain problems associated with the application of 
the property factor which require attention. The 
most important of these are: 

1. Situs of transient property or property not 

permanently located at any one place 
2. Valuation of fixed and transient tangible prop- 


erty 

3. Inclusion of leased property by capitalization 
of rents 

4. Special problems created by emergency con- 
tracts. 


Situs of transient property 

It is generally established practice among states 
to apportion transient property for property tax 
purposes on a basis which approximately follows the 
use within each state. Rolling stock and motor ve- 
hicles, for example, may be apportioned on a mileage 
basis. On the whole, this rule would appear to be 
a satisfactory one for use in computing the property 
factor, if the use of property within a state implied 
that “business was done” in the technical sense 
within that state. Such is not always the case, how- 
ever. A trucking company may operate through a 
state without pick-ups or delivery and not be doing 
local business. A pure mileage basis in such a situ- 
ation would apportion a part of the property to a 
state in which there is no exposure to taxation. 

To overcome this objection, a rule could be devel- 
oped along the lines suggested by the California 
method of apportioning the cost of vessels on the 
basis of “days in port”, to avoid attributing a por- 
tion of income from vessel operations to areas over 
which no taxing authority has jurisdiction. Admit- 
tedly such a rule would be difficult to apply in some 
cases, but certainly no more so than present rules. 
With the exception of this California rule, an Okla- 
homa rule stipulating that rolling stock should be 
apportioned on a mileage basis, and a Virginia rule 





stating that the property factor includes all property 
in the state at the close of the taxable year, the 
laws and regulations are not informative as to how 
transient property must be treated. 


Valuation of tangible property 

There are only minor exceptions to the practice 
(though not countenanced by statute) of valuing 
property at its depreciated tax cost. While some 
states prescribe that monthly averages be used and 
others annual averages, it appears that either aver- 
aging method will be accepted if the results are not 
distorted by unusual events. 

Some objection may be voiced to the use of de- 
preciated cost valuation on the grounds that depre- 
ciated cost is frequently an unreliable measure of 
the relative contributions of property to income. 
Older properties (among long-lived types} which 
are likely to be almost completely depreciated for 
tax purposes, are aggregated and related with newer 
properties. Furthermore, changes in price levels 
have created apparent cost differences which do not 
really reflect differences in the usefulness or income 
productivity of tangible properties. 

A theoretically sound answer to these objections, 
and one prescribed by many states, would appear to 
be valuing properties at “fair market value” in 
their present condition. Needless to state, however, 
the use of such a nebulous concept would probably 
create more difficulties than it would remove. Like- 
wise, the suggestion that the appraised valuation 
used for property tax purposes be used also in con- 
structing the property factor must be rejected in 
view of the wide differences existing in local assess- 
ment practices and philosophies. Unlike property 
taxes, income taxes are not effectively equalized by 
differing tax rates which contemplate assessment 
practices. 


Inventories 

All states which employ the property factor in 
their apportionment formula include inventories in 
their definitions. One state, Georgia, uses a factor 
consisting of finished goods alone. 

Ordinarily the valuation of inventories is on the 
basis of book values and, in most cases, no objection 
can be raised to this practice since such book values 
are more current and comparable than book values 
of longer-lived assets. However, this may not be 
true for LIFO inventories whose “cost” may be- 
come quite anachronistic. 

The use of inventories alone as an apportionment 
factor, as in Georgia, may produce a completely un- 
representative sample of income-producing activities, 
and the significance of the problems arising from 
property in transit may be magnified. Furthermore, 
considerable objection must be raised to the Georgia 
practice of basing the calculation of the inventory 
factor only on finished inventories and disregarding 
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potentially significant inventories of raw materials 
and goods in process. As defined, the Georgia in- 
ventory factor parallels to some extent selling activ- 
ity and would appear to create a bias in favor of 
consuming areas at the expense of manufacturing 
areas. 


Cupitalization of rents 

In order to overcome the bias which could be 
introduced in the property factor by widespread 
use of rented properties, several states (Maryland, 
Minnesota, New York, North Dakota, Tennessee 
and Vermont) require that the gross rentals paid 
be capitalized (usually by multiplying by 8) and 
the resulting valuation included in the calculation 
of the property factor. In general, the objective 
sought by this requirement is reasonable, but cer- 
tain criticisms may be made of the procedure as 
currently practiced. 

Considerable objection has been expressed to the 
12% per cent capitalization rate on the grounds 
that it produces an excessive valuation, especially 
when related to older depreciable properties. It 
must be recognized, also, that under level-rent, 
long-term leases, the valuation produced by capital- 
ization of rents remains the same, whereas the valu- 
ation of depreciable properties owned would decline 
each year. 

Another objection to the capitalization of gross 
rents may be raised by enterprises in fields in which 
it is customary to rent entire premises in excess 
of current needs and to sublet the excess space. 
(Certain types of retail chains are known to follow 
this practice.) In such cases, the income from ren- 
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tals received is generally specifically allocated on 
the basis of physical situs. The feeling was expressed 
by executives of such businesses that this practice 
results in that particular state’s receiving a dispro- 
portionately large share of net income if the gross 
rentals paid are required to be capitalized. A more 
appropriate substitute would be to capitalize only 
the net actual cost. This procedure would be con- 
sistent with the general principle that the property 
factor should include only that property used in 
producing the business income subject to formula 
apportionment. 


Special problems 

In the use of the property factor, there are certain 
other problems which arise as the result of peculiar 
contractual arrangements. The practice of the Fed- 
eral Government in leasing or lending plants to 
contractors raises serious questions for some tax- 
payers. Related to this is the practice of agencies 
of the Federal Government of making advances on 
partially completed orders, taking security title but 
not possession of the physical product. The question 
here is whether these inventories are properly in- 
cluded in the property factor at all and, if so, 
whether they should be included at a gross valua- 
tion or a valuation net of government advances. 

Another problem which requires some considera- 
tion is that of property being amortized under certi- 
ficates of necessity. It is a fact that such properties 
frequently have an economically productive life in 
excess of the 60-month amortization period, yet to 
include in the property factor only the unamortized 
cost may well create distortions. END 
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CORPORATE & PERSONAL PROBLEMS IN 


‘Taxation of compensation 


EDITED BY JOHN P. ALLISON, LI.B. 


A stock-option plan that went wrong, 


or, what happened to 


THE CAPITAL GAIN POSSIBILITIES provided 
by IRC Sec. 130(a) for employee stock 
options which qualify under that section 
are attainable only by sale of the option 
stock. If the option itself is salable it 
is no longer “restricted,” so that the 
statute does not apply. 

The Tax Court has recently held that 
capital gain treatment is similarly not 
available when a non-statutory option 
is sold, although sale of the option stock 
might so qualify. Here is what hap- 
pened: Charles E. Sorensen left the 
Ford Motor Company in 1944 to become 
the chief executive officer of Willys 
Overland. His deal called for the pay- 
ment of $520,000 in equal installments 
over 10 years, whether or not he con- 


) tinued to serve the company for the 


_ ~ 


~~ 


a 





entire period. In addition, he was given 
options to buy 100,000 shares of Willys 
stock at $3 a share. The first option 
was for 10,000 shares and could be 
exercised at any time within five years. 
Four other options for 22,500 shares 
each could be cancelled by Willys if 
Sorensen terminated his employment 
within the five years. The stock was 


! then selling for 12%. Willys bound it- 


self not to claim any income tax deduc- 
tion for the difference between the 
option price and market price of the 
stock if the option was exercised. 


Proprietary interest lacking 


In 1946, 1948 and 1949 Sorensen sold 
all his options, claiming his profit was 
taxable as capital gain. The Tax Court, 
however, held that the gain was taxable 
as compensation. The options could not 
have been intended to give Sorensen 
a “proprietary” interest; if they had, 
he would not have tried to sell one 
soon after he became an employee. 
Certainly he would not have sold them 


Sorensen? 


all. The options were, therefore granted 
as additional compensation. And the 
compensation intended was the amount 
realized from sale or exercise of the 
option — not its value when issued (as 
in McNamara, discussed last month at 
page 42). While there was a substan- 
tial spread when the options were is- 
sued, here, unlike McNamara, the 
options (except for the first, which the 
Court ignored), could be exercised only 
during employment. That condition pre- 
cludes a finding that the options had 
any substantial value when issued; 
hence they could not have constituted 
the intended compensation. This case: 
Charles E. Sorensen, 22 TC No. 44. 

It does not follow from this decision 
that profit from the sale of an em- 
ployee’s stock option is always taxable 
as ordinary income. If, as in McNamara, 
it can be clearly established that the 
option itself had value, and that it was 
intended and treated as compensation, 
profit from its subsequent sale is eligi- 
ble for capital gain treatment. See 
Commissioner v. Estate of Lauson Stone, 
recently decided by the Court of Ap- 
peals for the Third Circuit and not yet 
officially reported. 


What went wrong here? 


The tax commentators as Monday 
morning quarterbacks are having fun 
with this case. But even with hind- 
sight the experts don’t agree how Sor- 
ensen should have done it. One Wash- 
ington tax letter says that Sorensen 
shouldn’t have let the option be tied 
in with employment either by refer- 
ence in the contracts or option termina- 
tion provisions. It seems to us that, as 
a practical matter, corporations fear 
stockholders’ actions (such as were ac- 
tually filed against Sorensen) unless 


the options are reasonable considera- 
tion for services. 

Nor could Sorensen have saved him- 
self had he claimed that the options had 
value when received. This letter sug- 
gests that Sorensen should have made 
that argument. But if Sorensen had 
claimed the options had value when 
received, even though they were not 
exercisable until a later date, he might 
have been taxed on income of more 
than $476,000 in 1944 and have had a 
capital loss in the year of sale, because 
the stock had dropped in value. His 
option was to buy 100,000 shares at $3 
and the market then was 12}, a differ- 
ence of 91% points or $912,500. Subse- 
quently the options were sold for only 
$476,000. 

Of course proof of value at receipt 
might be hard—the options were not 
exercisable until later. Surely Soren- 
sen must have had good tax advice. 
Maybe taxes were not the most impor- 
tant consideration. Certainly the result 
was bad taxwise; we wonder what was 
the plan? Where did it go wrong? Had 
Sorensen planned to exercise the op- 
tions at intervals over the years when 
his other income would be $52,000 
(“poor” years for him after his $250,000 
Ford salary)? When Mooney got into 
the saddle at Willys did Sorensen de- 
cide to sell all options right away and 
get what he could and let the taxes 
fall-where they would? 


New Ruling clears up question 


on taxation of group insurance 
For Over 30 years the regulations have 
provided that premiums paid by an 
employer on policies of group life in- 
surance covering employees are not 
taxable income to the latter. Mim. 6477, 
1950-1 C.B. 16 limits this treatment to 
group term policies; employer payments 
of premiums on group permanent poli- 
cies are taxable to the employees. 
When the employee loses his right to 
permanent insurance if his employment 
is terminated, he does not realize any 
income unless and until his rights be- 
come non-forfeitable. 

Newly issued Rev. Rul. 54-165 deals 
with a new twist. The question was 
whether employer-contributions toward 
premiums on employees’ group term 
policies are taxable income to the 


employees when the policies are con- 
vertible by the employees into perma- 
nent insurance upon termination of 
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employment. Upon exercise of the 
privilege, an individual policy is issued 
as of the commencement of the group 
coverage. The employee then must pay 
the difference between his share of the 
group premiums and the amount which 
would have been payable under the 
individual policy with interest, or its 
cash value, whichever was greater. 

The ruling is that since the cost of 
any permanent policies is borne by the 
employee, the employer’s payments 
only provide current insurance protec- 
tion. The regulation therefore applies 
and the employer payments are not 
taxable to the employee. 


Penalty for using withheld 

tax money is severe 

THE IRS BARES THE TEETH of Sec. 2707 of 
the Code in its new Rev. Ruling 54-158. 
Here’s good enough warning of the 
great troubles which can arise when 
the employer’s withholding process 
isn’t up to snuff. 

Sec. 2707 provides a 100% penalty 
for a wilful failure to pay or collect 
withholding, unemployment and social 
security taxes. The penalty is imposed 
on those officers and employees of cor- 
porations, and those members or em- 
ployees of partnerships, who are 
charged with the withholding, collec- 
tion, or payment duty. 

The new ruling states that the pen- 
alty applies although there is no crim- 
inal intent to defraud the government; 
it is enough if there was an intentional 
use of the tax money to pay the oper- 
ating expenses of a business or for 
other purposes. 

This ruling is not academic; the stat- 
utory provision has been preserved in 
Sec. 6672 of HR 8300, and presumably 
will be in the forthcoming law. 


Capital gain on lump sum 
distributions by exempt plans 
IRC Sec. 165(8) GIVES LONG TERM capi- 
tal gain treatment to distributions by 
qualified trusts which are made within 
a single taxable year “on account of the 
employee’s separation from the service.” 

Does that provision apply to a distrib- 
ution made upon the termination of 
an exempt profit sharing plan occa- 
sioned by merger of the employer into 
a successor company? The taxpayer, 
who received her share of the trust 
fund in a lump sum, continued to work 
for the successor. 


“..* 


The Journal of Taxation °* 





The government’s argument against 
capital gain treatment was that the 
distribution was caused by termination 
of the plan rather than by “the em- 
ployee’s separation from the service.” 
But the Tax Court holds otherwise. The 
employees ended their relation with the 
employer when it went out of business. 
They therefore became entitled to the 
distributions which the plan specified 
should be made upon termination of 
service. This case: Mary Miller, 22 
T.C., No. 41 (1954). 

It is noteworthy that H.R. 8300 con- 
siderably extends ILR.C. Sec. 165(b). 
It provides for capital gain treatment 
of distributions made within a single 
taxable year “by reason of” 

1. Death or other separation from the 

service; 

2. Death after separation from serv- 

ice; or 

3. Termination of the plan as a result 

of the complete termination of the 
employer’s business (the situation 
in Miller). 


Taxability to employee of 


fringe benefits: a checklist 
THE FOLLOWING ITEMS are deductible by 
an employer and taxable to an em- 
ployee when paid in money or property: 
1. Christmas and other annual 
bonuses 
2. holiday pay 
3. vacation pay 
4. illness pay (unless.covered by a 
qualified plan) 
5. group hospitalization insurance 
premiums 
school tuition costs 
suggestion awards 
contest prizes 
rental value of residence, unless 
essential for performance of em- 
ployees’ duties 
THE FOLLOWING ITEMS are deductible by 
an employer but not taxable to the em- 
ployee: 


won 


1. Christmas party costs 

2. medical and dental services 

3. use of company property 
business purposes 

4. use of company counsel and ac- 
counting services for routine 
problems 

5. courtesy discounts available to 
employees generally 

6. moving expenses of transferred 
employees and reimbursement of 
loss on sale of residence oc- 
casioned by transfer 


for 
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operating losses of credit unions 
8. reimbursed travelling and enter- 
tainment expenses 
9. club memberships acquired for 
business use 
scholarships for children of se- 
lected employees to induce future | 
service to employer 
11. cost of training for advance in 
the business 
12. group term life insurance 
13. long-term credit at less than | 
market rates to assist in purchase } 
of a home 
14. death benefits up to $5,000 (con- 
tractual under present Code; con- | 
tractual or voluntary under H R 
8300) 
Agents auditing corporate returns 
which deduct expenses for “fringe” 
benefits have recently been instructed 
to cross-check returns of key em- 
ployees and officers in order to make 
sure taxable items have been reported. 





10. 
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New decisions 





VALUE OF PRIZE. Taxpayer, for identify- | 
ing two songs on a radio program, re- 
ceived two first class, not salable, not 
transferable, tickets for a cruise to } 
Brazil. Their regular price was $2,200. 
Taxpayer was permitted to exchange 
them for four second-class tickets, 
which he used. Tax Court found that 
the value of prize to the taxpayer was 
not its retail cost since it was a luxury 
he would not have bought, and valued | 
it at $1,400. Reginald Turner, TCM ) 
1954-38. 


— 


PENSION FOR FOREIGN SERVICE. Case re- 
manded to Tax Court for disposition in 
accordance with parties’ agreement. 
Apparently Commissioner agreed that 
pension, received by U. S. resident 
based on foreign service while resident 
abroad, is tax free as income earned 
outside the U. S. Flanagan Estate, CA- } 
2, 4/13/54. 


—EE 


Emp.oyvee’s $5,000 DEATH BENEFIT. ~~ 


exclusion does not apply to a payment | 
to which employee would have been 
entitled had he lived, such as unpaid 
salary. Nor would it apply to a pay-| 
ment from the reserve under a group | 
annuity contract which would have 
been used to buy an annuity for the 
employee had he lived. Special Ruling 
to American Life Insurance Conven- 
tion, 3/29/54. 
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HONORARIUM TO LAW INSTITUTE RE- 
PORTER. Taxpayer served as reporter 
for the Revised Statutes Project of the 
Louisiana State Law Institute, directing 
research assistants (paid several times 
the $1,000 honorarium he received). 
Tax Court finding that his $1,000 was 
taxable income, sustained—it was 
compensation for services rendered. 
Hubert v. Comm. CA-5, 5/6/54. 


REASONABLE SALARY. Salary of stock- 
holder-officer increased from $9,974 in 
1942 to $16,621 in 1943. Most of this 
was paid after he became 95% owner. 
Testimony of president of restaurant 
association, offered by taxpayer, not 
persuasive because it was too general 
in applying overall averages. The Court 
said that “the amount of salary pay- 
ments was quite evidently determined 
solely on the basis of the amount of 
money available in the business for that 
purpose.” Baltimore Dairy Lunch, Inc. 
v. U. S. DC Minn., 5/7/54. 


EXPENSES ALLOCABLE TO SEC. 107 INCOME. 
The taxpayer had rendered services 
under a promise that he would be left 
property. However, the decedent’s will 
left all the property to others, and tax- 
payer made a claim for payment for 
services rendered, which was allowed. 
The receipt was taxed under Sec. 107 
as back pay. The Tax Court permitted 
the deduction of the entire legal fee 
in the year of payment on the ground 
that Sec. 107 does not require prora- 
tion of expenses allocable to back pay. 
Charles Spicer, TCM, 1954-34. 


IMPORTANT: PROPRIETARY STOCK OP- 
tion. The Regulations create a conclu- 
sive presumption that (except in the 
case of statutory stock options) proper- 
ty transferred to an employee for less 
than full value is compensation. By Rul- 
ing, the IRS sought to apply this pre- 
sumption to non-statutory stock op- 
tions issued after February 26, 1945. 
Taxpayer here sold such options, and 
the Commissioner contended that he 
had received ordinary income. But the 
Tax Court held that the Regulations 
(and Ruling) were invalid; under 
Comm. v. Smith (324 U.S.177), whether 
an option is compensatory is a question 
of fact. The Tax Court found that the 
options here were given to enable em- 
ployees to acquire a proprietary in- 
terest. Since there was no compensation 
intended, the gain on the sale was 
wholly capital. Philip J. Lo Bue, 22 TC 
No. 58. (Four dissents) 


TAX CONSEQUENCES OF 


Corporate organization 


and distributions 


EDITED BY JACKSON L. BOUGHNER, LI.B., CPA 


Taxpayers are currently having a lot of 


trouble with the thin-incorporation problem 


AN INTERESTING TWIstT of the thin capi- 
talization problem turned up last month 
in the Ninth Circuit’s upholding of the 
Schnitzer case TC Memo 3/12/53. Here 
an individual and a partnership sub- 
scribed to all of the stock of a cor- 
poration, the individual taking one-third 
and the partnership the balance. It 
was agreed that any losses should be 
sustained in the same ratio. The cor- 
poration operated on funds advanced 
by the individual and the partnership. 
It ultimately failed and the stock was 
sold for one cent. 

In an earlier case involving one of 
the interested parties, that of Sam 
Schnitzer, (13 TC 43), the Tax Court 
had held that the amounts advanced 
were not loaned, but were contribu- 
tions to capital. The record in that case 
was made a part of this case. In the 
final settlement, it was found that the 
individual had not loaned the corpora- 
tion as much as the partnership had. 
Under the agreement, he was required 
to pay to the partnership the difference 
He claimed that as to this additional 
amount, he had made no contribution 
to capital, since he had not paid it to 
the corporation. 

Both the Tax Court and the Court 
of Appeals rejected this argument. It 
was held that the excess advances by 
the partnership had been made on be- 
half of the individual. He then reim- 
bursed the partnership for a capital 
contribution made on his behalf. 

The agreement tying in the advances 
with the capital contributions greatly 
strengthened the government’s position 
in this case. The original advances 


were not in exact proportion to the 
stockholdings. Had the agreement not 
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been in existence, the taxpayer would 
have had a much stronger argument 
that the advances were loans and not 
capital contributions. 


A corporation accidentally 
too thin: appeal filed 


THE TAXPAYER IS APPEALING an adverse 
decision in the case of Houck v. Hines, 
decided by the District Court for the 
Western District of Oklahoma on De- 
cember 4, 1953. In that case; a partner- 
ship sold certain assets to a corporation 
formed by one of its members. The 
member who formed the corporation 
took all of the capital stock, while the 
other members of the partnership took 
notes. The purpose of this transaction 
was to provide a vehicle for a sale of 
the entire property. When no sale could 
be effected, the previous partners were 
issued their pro-rata shares of the 
stock. The court held that the amounts 
paid to them on their notes were in 
the nature of dividends, rather than a 
repayment of an indebtedness. This is 
a case of thin incorporation which 
failed. It will be interesting to follow 
this case, since it appears that the orig- 
inal intention was not to set up a thin 
corporation. 


Debt to stock — 2,500 to 1 


Court says capital too thin! 

WE THINK THE PRIZE FOR A THIN corpor- 
ation may be that recited in the recent 
case of Robert L. Osborne (TCM, April 
30, 1954). In that case a partnership 
transferred all of its assets to a corpor- 
ation which gave one partner, the tax- 
payer, a note in the amount of $250,- 


17 





759.42. It issued no stock until five 
months later, when one $100 par share 
was issued to the taxpayer. The Tax 
Court denied the corporation an inter- 
est deduction on this note. It pointed 
out that for five months the ratio of 
debt to equity capital was 250,000 to 
zero and thereafter 2,500 to one. The 
court cited six cases as authority for 
its holding (Bair, Matthiessen, Dobkin, 
Schnitzer, Janeway and Joseph B. 
Thomas). 


Buying back stock for loans 
IN SCHNITZLER, supra, the corporation 
was indebted to its stockholders. Quite 
often we have the exact opposite of this 
situation; the stockholders are indebted 
to the corporation. This is not a healthy 
condition for a corporation or its stock- 
holders to find themselves in. In some 
states, the directors of a corporation 
are personally liable on any loans made 
to officers. 

From an income tax standpoint, loans 
to stockholders are often simply a sub- 
stitute for dividends. When a loan to 
a stockholder is permitted to remain 
on the books without payment for a 
substantial period of time, a revenue 
agent may take the position that it 
should be treated as a dividend. The 
theory is that the amount will never 
be repaid. A hint by a revenue agent 
that he is considering treating loans in 
this manner will stir the corporate of- 
ficers to take steps to eliminate them. 

One of the methods of handling this 
is to have the stockholder sell a por- 
tion of his stock to the corporation. If 
the sale is pro rata by all the stock- 
holders, or if a controlling stockholder 
sells a small portion of his stock, still 
leaving him in control, the amount re- 
ceived from the corporation will be 
‘ considered a dividend, rather than pro- 
ceeds of a sale, under section 115(g) 
of the Code. 

In the case of Ada Murphy McFar- 
lane (T.C. May 14, 1954) a principal 
stockholder sold a portion of his stock 
in settlement of a loan from the corpor- 
ation. The Commissioner invoked sec- 
tion 115(g), claiming that this was, in 
effect, a dividend to him. In this case, 
the Tax Court found for the taxpayer. 
The evidence indicated that the pur- 
pose of the sale of the stock was to 
eliminate the loan from the corpora- 
tion’s balance sheet, and thereby im- 
prove its credit position. The taxpayer 
called as witnesses his banker, his 
CPA, and one of his principal sources 
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of supply. Each of them testified that 
this transaction strengthened the credit 
standing of the corporation. 

The case is a close one, and the tax- 
payer won it because of the evidence 
he introduced. From the balance sheet 
standpoint, we have simply the elimi- 
nation of an asset and a corresponding 
reduction in the net worth. The loan 
was $37,000, and the corporation’s net 
worth was $240,000. Assuming that the 
stockholder was solvent, it would seem 
that a corporation with a net worth 
of $240,000 would have a stronger credit 
position than a corporation with a net 
worth of $203,000, even though a por- 
tion of the $240,000 net worth was due 
from a solvent officer. We do not feel 
that this case can be relied upon too 
strongly. 


End result, not intermediate 


steps, govern taxability 

SOMETIMES TAXPAYERS, FOLLOWING a lit- 
eral reading of the Internal Revenue 
Code, have planned a series of tax-free 
transactions to accomplish what would 
otherwise be a taxable transaction. The 
general rule is that the courts will ig- 
nore the various steps in the transac- 
tion and determine whether the object 
intended to be accomplished falls within 
the reorganization sections. In Reve- 
nue Ruling 54-96, the Commissioner 
describes one of these step transactions 
which failed. It involved the transfer 
by X corporation of certain assets to 
a new corporation (Y) and the ex- 
change of Y’s stock for 20 per cent of Z 
corporation’s stock. Although, on the 
face of it, each step was tax-free, the 
end result was to transfer control to 
a new group. The Commissioner has 
ruled that this type of transaction will 
not be deemed tax-free simply because 
the two separate steps were tax-free. 


Questions in distribution 

of appreciated property 

THE RULE THAT THE AMOUNT received 
on the sale of stock to a corporation 
will be treated as a dividend under 
certain circumstances has one impor- 
tant qualification. The corporation must 
have earnings and profits out of which 
a dividend could be paid. If the cor- 
poration had no such earnings and 
profits, the amount received will be 
considered proceeds of a sale. In the 
recent case of Lunsford v. Commission- 
er, (CA 5), May 14, 1954, the corpora- 
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tion involved was bankrupt. The only 
issue was whether the amount received 
by the taxpayer exceeded the cost of 
the stock to him. The records were in- 
complete, and on the evidence available 
the court found that there was no gain 
on the surrender of stock. 

When a closely held corporation has 
property which has appreciated in 
value, it may find it advisable, from a 
tax standpoint, to distribute it to its 
stockholders, rather than to sell it and 
distribute the proceeds. In this way, the 
corporate tax on the sale is avoided. 

For some time, the Commissioner 
took the position that a transaction of 
this kind amounted to a realization of 
the appreciation by the corporation. 
The Supreme Court rejected this view 
in the case of General Utilities and 
Operating Co. v. Helvering 296 US. 
200, (1935). 

The question then arose as to the 
proper treatment of the property in 
the hands of the shareholders. If the 
corporation had earnings and profits 
in excess of the book value of the prop- 
erty and of its appreciated value, there 
was no question but what the full mar- 
ket value constituted a dividend in the 
hands of the shareholders. However, 
where the earnings and profits ex- 
ceeded the book value, but were less 
than the appreciated value, a difficult 
problem arose. In the case last month 
of Commissioner v. Hirshon Trust, the 
Second Circuit took the position that 
the full market value of the property 
distributed, at the time of distribution, 
was ordinary income from a dividend. 
The property was worth $8.9 million 
when declared as a dividend. It cost 
$3.2 million. The undistributed earn- 
ings of the corporation were $3.5 after 
deduction of the coincident cash div- 
idend. In arriving at this decision, the 
court rejected the rule laid down in 
the case of I. S. Godley, (19 TC 1082). 


In the Godley case, the Tax Court 


had held that the property received by 
the taxpayer was taxable only to the 
extent of the actual earnings and prof- 
its of the corporation making the dis- 
tribution. 


The Second Circuit in Hirshon said, | 


“In determining whether the distribu- 
tion of an asset in kind is a dividend 
under Sec. 115 (a), the earnings and 
profits of the corporation are charged 
with the cost of the asset to be distrib- 
uted without regard to any unrealized 
appreciation in value . . . If a distri- 
bution is a dividend when declared by 
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the corporation, it is difficult to see 
how it can, in part, be something else 
when received by the stockholders .. : 
The contention of the taxpayer en- 
counters, we think, an insuperable ob- 
stacle in Sec. 115 (j). 

The Godley case has been reversed 
by the Third Circuit following the same 
reasoning as in the Hirshon case. The 
question in Godley is the same as in 
Hirshon, both taxpayers receiving the 
dividend from the same corporation. 
The Third Circuit here follows the 


same line of reasoning as the Second 


Circuit in Hirshon and reaches the 
same result—“Upon a corporate distri- 
bution of property that has appreciated 
over cost but whose cost is exceeded by 
earnings or profits, considered without 
addition of the property’s appreciation 
in value, the proper reduction of earn- 
ings or profits is to the extent of cost. 
Taxwise, this means that in our case the 
entire distribution was a “dividend” 
and the distributees are taxable upon 
the full fair market value received.” 
(Comm. v. Estate of Godley, CA-3, 
5/28/54.) 





Continuity of interest 


in bankruptcies 


important in determining tax result 


Prior TO 1943, the tax status of cor- 
porate bankruptcies, insolvencies, and 
foreclosures depended upon whether 
the plan of reorganization complied 
with statutes which were designed to 
govern reorganizations of solvent cor- 
porations. In a series of Supreme Court 
cases, it was held that if certain req- 
uisite factors were present, the reor- 
ganization of a corporation by its 
creditors would be considered tax-free. 
In most cases, the issue was whether 
the new corporation could use the 
basis of the property in the hands of 
the old corporation for depreciation 
urposes. 

In 1943, section 112(b)(10) of the 
Internal Revenue Code was enacted. It 
was designed to eliminate the techni- 
calities that prevented insolvency reor- 
ganizations from acquiring a tax-free 
status. However, court decisions under 
this section have almost completely de- 
stroyed the original intent of Congress. 

An excellent example of this is an- 
other new case, Davis v. Bankhead 
Hotel, Inc., (CA 5), May 14, 1954. Cer- 
tain unsecured creditors obtained a 
judgment against the corporation and 
acquired its property, subject to a first 
mortgage. Later the first mortgage was 
foreclosed and the bondholders took 
title to the property in a new corpora- 
tion. The court held that “continuity 
of interest” was broken by the acquisi- 
tion of title, even though temporarily, 
by the unsecured creditors. In so hold- 
ing, it followed the case of Adwood 
Corporation v. Commissioner, 200 F. 
(2d) 552, in which the Sixth Circuit 
found that temporary acquisition of 


title by a subordinated feeholder broke 
the continuity of interest. 

It would seem that when a corpora- 
tion becomes insolvent and the first 
mortgage bondholders acquire its prop- 
erty, the fact that other creditors ob- 
tained temporary control would be 
immaterial. Such was the holding in 
Warwick Hotel Co., Inc. v. United 
States, (D.C. Tex. 1945), 69 Fed. Sup. 
242, affirmed (CA 5, 1946), 158 F. (2d) 
961, in which holders of a second mort- 
gage obtained temporary control. There 
is now a conflict between the Bank- 
head Hotel, Inc. case and the Warwick 
Hotel Co., Inc. case. Whether certioriari 
in Bankhead case will be granted, if 
applied for, is doubtful because the 
Supreme Court refused to grant certi- 
oriari in the Adwood case. 

Although this question of insolvency 
reorganizations may appear somewhat 
academic, since practically all of those 
that are now coming before the courts 
arose out of the depression of the 
1930’s, there is a lesson in it which 
should be learned by everyone who is 
handling a defaulted bond issue. When 
a corporation whose principal asset is 
a building gets into trouble, it is in- 
cumbent upon the holders of the first 
mortgage bonds to assert their rights 
as quickly as possible. They should 
foreclose their mortgage or reorganize 
in bankruptcy court and transfer the 
property to a new corporation with a 
minimum of delay. In this way, they 
will be assured of keeping the insolvent 
corporation’s basis for depreciation pur- 
poses. When they delay, they may 
permit other creditors to take tempo- 
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rary title to the property, thereby de- 
stroying the old depreciation basis for 
tax purposes. The bondholders. are usu- 
ally interested only in getting what 
they can out of the wreck. However, 
if their lawyers are somewhat far- 
sighted, they will point out to the 
bondholders that until the property can 
be sold, it is important that the largest 
amount of depreciation be deducted in 
order to prevent the taxation of income 
which should be used to make up the 
loss. 

In The Bessemer Limestone and Ce- 
ment Company, (22 TC No. 42) May 
14, 1954, the new corporation was suc- 
cessful in establishing that the reorgan- 
ization of the old corporation was 
tax-free under section 112(b)(5) of 
the Revenue Act of 1934. A corpora- 
tion had defaulted on its bond issue; 
the mortgage securing the bonds was 
foreclosed; and the corporation’s prop- 
erty was transferred to the taxpayer 
corporation in a reorganization pro- 
ceeding under section 77B of the Bank- 
ruptcy Act. Stock and bonds of the 
taxpayer corporation were issued to 
the stockholders and creditors of the 
old corporation in proportion to their 
respective interests. The court held 
that the new corporation stepped into 
the shoes of the old corporation so far 
as the basis of its property for depre- 
ciation purposes, and its invested capi- 
tal for excess profits tax purposes, were 
concerned. 

A plan of reorganization approved 
by a federal court is the best evidence 
that a new corporation is a tax-free 
successor to an old. A state court fore- 
closure is probably one of the worst. 
Attorneys handling defaulted bond is- 
sues should make every effort to pre- 
serve the depreciation basis of the old 
corporation for their clients. 


Conditional interest on 


debentures is deductible 


THE PERFECTLY UNDERSTANDABLE DESIRE 
of corporate management to achieve 
deductibility for money paid out for 
the use of capital has moved some to 
substitute debt with interest conditional 
upon earnings for preferred stock. 
Many times this has failed to work, but 
here is a case where it did. As is so 
often the case, facts have a lot to do 
with the ruling of the court! 

In G. W. Onthank (TCM 43,593, 
March 31, 1954) a preferred stock issue 
of $180,000 was called in, and invest- 
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ment certificates were issued therefor. 
In addition, $90,000 of investment cer- 
tificates were sold to stockholders and 
outsiders. The Commissioner argued 
that the sole purpose of this exchange 
Was to save taxes. The Tax Court 
brushed aside this argument, holding 
that since the certificates were in the 
form of interest-bearing obligations 
and since additional funds were raised 
by the issuance, they were bona fide 
debentures; the interest was deducti- 
ble. 


Advantages of getting tax 


plan in proper order 

BRIDGEPORT HYDRAULIC COMPANY found 
that they were tax money ahead be- 
cause of the way they timed a refund- 
ing operation. If you had any doubts, 
this is an example to prove that tech- 
nicalities really do matter. 

The taxpayer had outstanding almost 
$7,000,000 of bonds in the hands of three 
insurance companies. It decided to call 
these bonds for cash prior to maturity. 
This fact came to the attention of the 
insurance companies, who entered into 
negotiations with the taxpayer and 
agreed to purchase a new series of 
bonds in the same amount as those 
being retired. The specific question 
was whether the unamortized discount 
and the retirement premium were de- 
ductible in the year of the retirement 
or whether they should be amortized 
over the life of the new bonds. 

The Court held that the retirement of 
the old bonds and the issuance of the 


new were separate transactions. It 
based its finding on the fact that the 
decision to retire the old bonds had 
been made before arrangements were 
made to have the holders of the old 
bonds take up the new ones. The 
Court pointed out that if there had 
been merely an exchange of the old 
bonds for the new ones, this rule would 
not have been applicable. The moral 
of this case is that if you wish to se- 
cure an immediate deduction of an 
unamortized bond or retirement pre- 
mium discount, keep separate the call- 
ing of the old bonds and the issuance 
of new ones. 


Court upholds taxpayer’s 


allocation of purchase price 

IN THE COURSE OF TRANSFERRING its as- 
sets to a corporation, a newspaper 
publishing company partnership found 
certain goodwill items representing 
subscription lists on the partnership 
books. When the property was sold 
to the corporation, no mention was 
made of the subscription lists and the 
selling price was allocated to other 
specific assets. The Tax Court Seaton 
Publishing Company (TCM 3/31/54) 
upheld the taxpayer’s allocation of the 
selling price, and turned down the plea 
of the Commissioner that a portion of 
it should be ascribed to goodwill. The 
owners of the property had had the 
tangible assets appraised, and the val- 
ues ascribed in the agreement were 
those based upon the appraisal. 


New decisions this month 


‘ IN ADDITION TO the new cases discussed 
in the preceding pages, the following 
current decisions were handed down 
during the past month. 


INCOME OF NON-OPERATING LESSOR. The 
sole stockholder of the taxpayer con- 
tracted to operate its irrigation system 
and assumed, in exchange for all its 
income, all its liabilities. However, the 
taxpayer must include income for 
period as its income and pay tax 
thereon. The corporate entity cannot 
be ignored. Coneland Water Co. v. U. 
S., DC Calif., 5/6/54. 


BaD DEBT ON LOANS TO SUBSIDIARY. Jury 
finds that bona fide loans were made 


20 ° 


The Journal of Taxation °* 


by lumber company to a subsidiary en- 
gaged in financing builders. Upon the 
failure of the subsidiary a bad debt 
loss was allowed. The Commissioner 
had contended that the loans were in 
reality capital of the subsidiary. Wilson 
& Greene Lumber Company, Inc. v. 
Shaughnessy, DC NY, 11/7/53. 


HOLDING COMPANY SIMPLIFICATION. Dis- 
tribution by utility in conformity with 
SEC order is non-taxable. The utility 
will distribute to its stockholders all 
the shares in its subsidiary. Rev. Rul. 
54-192. 


Sec. 112 (g)(1) (F) REORGANIZATION. 
A conversion of a Federal savings and 
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loan association into a state building and 
loan association under California law 
will be a non-taxable reorganization, “a 
mere change in identity, form or place 
of organization.” Rev. Rul. 54-193. 


LIQUIDATING DISTRIBUTIONS. Basis of 
bank shares includes statutory assess- 
ments paid after stock became worth- 
less. Distributions on account of assess- 
ments is applied first to recovery of 
basis. Taxpayer had deducted original 
cost as worthless, but got no tax bene- 
fit) and assessment as ordinary losses 
(with tax benefit). The payments on 
liquidation were less than cost written 
off with no tax benefit. 

Another taxpayer had paid the assess- 
ment after he had sold the stock. As to 
him the liquidating distribution was 
capital gain even though he had de- 
ducted the assessment, properly a capi- 
tal loss, as an ordinary loss. 

Another taxpayer had inherited the 
stock and executors had paid the 
assessment. Such a payment increased 
the basis to the residuary legatee. 

Another taxpayer had inherited stock 
on which the decedent had paid the 
assessment. Her basis is value date of 
death. Murphy Estate, 22 TC No. 34. 


BANK’S REPAYMENT OF ASSESSMENT IN 
LIQUIDATION. In its liquidation, the bank 
made distributions to taxpayer-stock- 
holder on account of assessments paid 
by her. The Court holds that the assess- 
ments represented additional cost of 
stock. Distribution on account of 
assessment is return of capital and, 
being in excess of basis, is taxed as 
capital gain. Booth Estate, TCM 1954-36. 


Acquiescence — EXPENSES OF DISSOLU- 
TION. Commissioner allows expenses of 
dissolution by acquiescing in the fol- 
lowing cases (thus withdrawing prev- 
ious non-acquiescence) First National 
Corporation of Portland, 2 TC 539; E. 
C. Laster, 43 BTA 159; Pacific Coast 
Biscuit Company, 32 BTA 39; T. H. 
Darnell, 12 TC 475. All non-acqui- 
escences were withdrawn in IRB 
1954-20, 4. 


PREFERRED DIVIDEND CREDIT. Public util- 
ity allowed dividend paid credit for 
preferred stock entitled to $6 per 
annum if earned. If the dividend was 
in any part earned but was not paid, 
it remained a charge senior to common. 
Arizona Power Company v. Stuart, 
CA-9, 4/30/54. 
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NEW DEVELOPMENTS IN TAX ASPECTS OF 


Accounting 


EDITED BY CARL M. ESENOFF, CPA, & BYRON F. WHITE, LI.B., CPA 


New depreciation rules boon to volatile 


industries; little help to stable ones 


THE INTERESTING POSSIBILITIES OFFERED a 
company by the new 200% declining 
balance or other accelerated deprecia- 
tion method in the new tax bill are 
not without hazards and disadvantages, 
L. F. Scholley of the Cleveland Electric 
Illuminating Co., told the recent annual 
conference of Electric and Gas Utility 
Accountants. 

If the company is now engaged in 
extensive construction or expansion, he 
said, and if the depreciation charge 
were doubled by applying this new 
proposal, net icome subject the Federal 
corporate income tax would be con- 
siderably lower. Consequently, a dis- 
tinct improvement could be achieved 
in the current cash position, and work- 
ing capital enhanced considerably. Of 
course, the House Bill provides that 
this new depreciation rate can be ap- 
plied only to facilities completed or 
acquired after December 31, 1953. 
Where large projects were started prior 
to this date, the new rate would apply 
only to additions made in 1954 and 
thereafter. Currently, federal income 
taxes could be lowered, and the result- 
ing cash savings is the principal reason 
for considering the adoption of this 
new proposal. 


Accounting problems 


The problems involved in accounting 
for this accelerated depreciation both 
for federal tax and for book purposes 
are substantial. Individual detailed 
records will be required in order to 
justify depreciation claims. In many 
instances, duplicate or even triplicate 
property records would have to be 
maintained, because some projects 
would actually be subject to 3 different 
depreciation rates on various parts of 
the plant. For example, a certain per- 
centage of the facilities may be subject 


to amortization under necessity certi- 
ficates. Another portion of the cost 
may be subject to ordinary deprecia- 
tion, hence you would apply to it your 
regular depreciation rate. If the new 
proposal is adopted it is assumed you 
could double the regular rate and apply 
it to facilities constructed after Decem- 
ber 31, 1953. As a result there would 
be three different depreciation rates 
applied to the same project. There is 
nothing illegal or unusual about such a 
development, but certainly the amount 
of accounting records that will have 
to be maintained appears tremendous. 
It is my thought that plant and prop- 
erty accounting would have to be ex- 
panded considerably and that all cost 
records pertaining to assets subject to 
this accelerated rate will have to be 
maintained separately and the costs 
readily identifiable. 


Accounting treatment 


While it is always desirable to reduce 
net income for federal tax purposes, 
it may not be prudent for a company 
to reduce its book income accordingly. 
Under these circumstances, it becomes 
necessary to treat this aceclerated de- 
preciation somewhat differently for 
book purposes. At the present time, 
there is in the House Bill no require- 
ment that this additional allowance be 
accrued on the books in determining 
income for published reports. Hence, 
it is necessary to await the issuance of 
regulations on this subject before we 
know with absolute certainty just what 
position the Federal Government will 
take on this point. It is my belief that 
the Internal Revenue Service will leave 
this matter to the discretion of each 
company. If the accounting for this ac- 
celerated depreciation is left to the 
taxpayer’s discretion, then in my opin- 


ion any one of the following procedures 
may be utilized: 

1. Continue the calculation of book 
depreciation as is done at the present 
time, but for tax purposes claim the 
additional depreciation allowance re- 
sulting from this new proposal. The 
use of this procedure would increase 
book income to the extent of the reduc- 
tion in federal taxes. 

2. Continue the calculation of book 
depreciation as is done at the present 
time and for tax purposes claim the 
accelerated depreciation, but charge the 
tax differential to current income and 
credit a like amount to restricted sur- 
plus. This is generally the procedure 
used in accounting for the amortization 
of emergency facilities in the utility 
industry. Under such a method the 
book income remains unchanged. 

3. Reflect on the taxpayer’s books 
the accelerated depreciation and claim 
for federal tax purposes a like amount. 
Accounting-wise this procedure is ac- 
ceptable, but it has the significant 
drawback of reducing book income. 

Even though the Federal Govern- 
ment may allow a company wide lati- 
tude in the accounting treatment of 
this depreciation differential it is always 
necessary for a public utility to con- 
sider the attitude that will be taken 
by the Public Utility Commissions. For 
some utilities the present income tax 
depreciation will only slightly exceed 
book depreciation after adjustment is 
made for emergency facilities fully 
amortized during World War II and 
for interest and taxes capitalized. The 
use of the declining balance method 
would increase this differential and 
thus might initiate a problem with the 
regulatory Commissions. While it is 
impossible to state what the attitude 
of the Commissions would be, I believe 
some would permit the use of a differ- 
ent depreciation charge for book and 
tax purposes. Some State Commissions 
would probably hold the contrary view. 
The result of this would be that a 
company’s book income would increase 
to the extent of the reduction in federal 
taxes. This presents a problem for 
companies that are seeking rate in- 
creases. 


Present depreciation allowance 
Close examination will reveal that 
the composite depreciation rate of some 
electric utilities is quite generous when 
compared with others in the industry. 
It is conceivable that a request to adopt 
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this new approach to depreciation 
would bring a complete review to de- 
termine the adequacy of the present 
composite rates. If the composite rate 
were 3.25% and this were reduced to 
3.0% or 2.9% a given company could 
have its present depreciation allow- 
ances substantially reduced. Because 
our industry tends to have very size- 
able investments in plant and property, 
a reduction of %4th of 1% in the com- 
posite depreciation could result in lower 
depreciation allowances to the extent 
of $1,000,000 or even more in the case 
of the very large companies. Such a 
loss would increase Federal taxes over 
a half million dollars. Keeping in mind 
that this new depreciation proposal 
only applies to construction after De- 
cember 31, 1953, it becomes apparent 
that the tax savings will accrue only 
to companies that are expanding their 
plants and property. If there is any 
danger of reducing the composite rate 
already established it would seem un- 
wise to utilize this new proposal since 
the benefits are limited to new con- 
struction which in the utility industry, 
though relatively large, is small com- 
pared with the plant account already 
on the books. 

Of course, it is difficult to state cate- 
gorically that a composite rate is too 
high, or too low, or just proper; how- 
ever, I do wish to point out some mem- 
bers of the utility industry will have 
to take a distinct risk in order to utilize 
this new proposal if it becomes law. 
Then too, of course it is questionable 
whether or not a review of the com- 
posite depreciation rate is likely to be 
undertaken by the Internal Revenue 
Service. If I were compelled to take 
a position on whether or not you might 
have your composite depreciation rate 
- altered on review my answer would be 
in the negative, because many rates 
have had years of precedent behind 
them and the new proposal does not 
in any way enlarge upon the Govern- 
ment’s authority to challenge a taxpay- 
er’s established rates. 


Proposal has limited appeal 

For the electric utility industry this 
depreciation proposal offers an oppor- 
tunity to enlarge our working capital 
for a period of a few years after the 
end of construction, however, later on 
there will be noticeable reductions in 
our depreciation allowances and asa 
consequence our Federal income: tax 
liability will increase. Thus if you look 
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at this proposal from a long-range point 
of view there is no real money benefit 
to our companies. For some industrial 
companies whose business is highly 
cyclical it would be prudent policy to 
write-off the cost of new facilities as 
quickly as possible and against the 
relatively large current profits. A few 
years hence there may not be large 
profits to absorb the allowable depre- 
ciation charges. Hence for these organ- 
izations large current depreciation 
allowables are most desirable. 


Hazards still face taxpayer with 


hybrid accounting methods 
PAUL M. CARRUTHERS thinks the innocent 
taxpayer who keeps his books on a 
cash basis is penalized, while one who 
keeps his books on the proper basis, 
but nevertheless reports on a cash 
basis, is rewarded with a windfall in 
the form of tax-free income. He finds 
this difficulty in the language of the 
Dwyer case. (203 F (2d) 522). 

This is how Carruthers puts it in his 
note in the North Carolina Law Review 
(v. 32, p. 249) from which we quote: 

The clear-cut rule would seem to be 
that the Commissioner may not pyra- 
mid income when an involuntary 
change of accounting method is im- 
posed. 

On the premise that all taxpayers 
who are required to change from the 
cash to the accrual basis should be 
treated alike, the next consideration 
is whether or not the result of the 
Dwyer decision is desirable in our self- 
assessing tax system. It must be noted 
that when the taxpayer requests per- 
mission to change from the cash to the 
accrual basis, the taxpayer and Com- 
missioner must agree to conditions 
under which the change is to be made. 
The implication is clear that the Com- 
missioner may not consent unless the 
omitted income is included and the 
duplicate deductions are excluded. 


1U. S. Treas. Reg. 118, § 39.41-2 (c) 
(1953), provides in part: “A taxpayer who 
changes the method of accounting employed 
in keeping his books shall, before computing 
his income upon such new method for pur- 
poses of taxation, secure the consent of the 
Commissioner. . . . The application shall be 
accompanied by a statement specifying the 
classes of items differently treated under the 
two methods aad specifying all amounts which 
would be duplicated or entirely omitted as a 
result of the proposed change. Permission to 
change the method of accounting will not be 
granted unless the taxpayer and the Com- 
missioner agree to the terms and conditions 
under which the change will be effected.” 


July, 1954 


Therefore, it seems that after following 
Dwyer to its logical conclusion there 
would still be a different result in 
changing accounting methods depend- 
ing on whether the Commissioner or 
the taxpayer initiates the change. 
Again, there is no logical reason for 
this difference. Why should the tax- 
payer who recognizes that he is on the 
wrong reporting basis and who at- 
tempts to make the proper change be 
penalized while the taxpayer who 
waits until he is forced to make the 
change is rewarded? 

It must be recognized that in chang- 
ing from the cash to the accrual basis 
of reporting there may be amounts 
which will be duplicated or entirely 
omitted as a result of the change. A 
coherent tax policy would require the 
taxing of this income in all cases re- 
gardless of who initiated the change 
in accounting method. Perhaps the 
most equitable method of adjustment 
would be to recompute income for the 
prior years in which the sales arose 
and the inventory was paid for, even 
where the statute of limitations would 
otherwise prevent any reassessment of 
tax. An alternative would be to 
spread the additional income over a 
reasonable number of tax years. Legis- 
lation has been proposed which would 
accomplish this uniform result. It 
seems clear that this income should 
not be pyramided into the year of 
change inasmuch as it is income at- 
tributable to other accounting periods. 


Banker sees tax liability as 


hazard in borrower’s position 


THE DIFFICULTY OF DETERMINING his bor- 
rowers’ tax liability is a terrible hazard 
to the lending banker, says N. S. 
Rogers, Assistant to the President ofthe 
Deposit Guaranty Bank & Trust Co. of 
Jackson, Miss. The banker’s position is 
further made awkward by the impossi- 
bility of confirming the specific amount 
of the borrower’s tax liability. The 
auditors cannot verify these. Neither 
does the bank have an established 
means of communication with the tax 
collector, a major joint creditor, such 
as is available with other financial 
institutions and commercial sources. 
The bank must rely on an estimate 
of taxes owed which is subject to later 
rejection, modification, or approval by 
the Federal Government. Unfortunately 
from the lender’s standpoint, any un- 
derstatement of tax liability may not 
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be uncovered until many months or 
years have elapsed. Interest and pen- 
alties may then be levied to place an 
additional burden on the taxpayer. It 
is worth remembering that the federal 
government may claim additional taxes 
within three years after receipt of 
a return. 


Woeful lack of preparation to meet 


tax liability payments. Although failure 
to pay taxes fully when due would 
have an immediate and drastic effect on 
the credit standing of a bank borrower, 
there appears to be a widespread lax- 
ness in advance financial preparations 
for payment. It is a longstanding fact 
that tax accruals have been used as 
working capital by practically all busi- 
nesses. The significance and implica- 
tions of this practice were most force- 
fully presented in recent articles by 
H. T. Riedeman, Vice President, Chi- 
cago National Bank, in the Robert 
Morris Associates Bulletin and Bur- 
roughs Clearing House. Mr. Riedeman’s 


research, based on last years RMA 
statement studies, reflected the fact 
that over 90% of manufacturers used 
at least a portion of tax accruals as 
general working capital. More sig- 
nificant, perhaps, was the fact that 84% 
of all statements used in the December 
31, 1950, RMA study reflected no fund- 
ing of tax reserves at all. This prevail- 
ing tendency was confirmed in the 
examination of two groups of twenty 
companies, each from Standard and 
Poor’s, which held segregated tax funds 
averaging only 40% and 36% of tax 
accruals respectively. 

From the credit man’s viewpoint, the 
danger in using tax accruals for circu- 
lating capital appears to be increasing 
because of (1) an unfavorable trend in 
corporate liquidity, (2) substantial in- 
creases in tax rates, and (3) speed-up 
of tax collections. The net effect of 
these factors promises to manifest itself 
in heavier bank loan demands and less 
liquid supporting financial statements. 





A lawyer sees sweet reasonableness 


in business v. tax accounting 


IF THERE BE A TAX MAN who is not happy 
with the improvement made by HR 
8300 in the divergences between gen- 
erally accepted accounting principles 
and accounting for tax purposes, he 
should read Philip J. Erbacher’s piece 
in the U. of Kansas City Law Review 
(XXII, No. 2). While generally it is 
the accountants who do most of the 
complaining about these differences, 
Mr. Erbacher suggests that the lawyers 
ought to know something about the 
problem, nevertheless. The federal in- 
come tax concept is practical, he says, 
based in part on the need to collect 
revenue with a minimum of adminis- 
trative difficulty, within the framework 
of the Constitutional limitations im- 
posed on the right to tax, and as fur- 
ther restricted by lawmakers who for 
one reason or another have chosen to 
set the pattern along certain lines, and 
with the further additions of the 
opinions of the Courts which in gen- 
eral are not accounting conscious nor 
necessarily impressed by accepted ac- 
counting principles with which they 
may or may not be familiar. 

On the other hand the accounting 
concept of profits or income has grown 


up as a body of principles accepted by 
the certified public accounting profes- 
sion, and may be described, if the au- 
thor may do so without undue in- 
fringement on the rights of others who 
have written in the field, thus: “The 
accounting concept has been motivated 
by conservatism and accuracy, con- 
servatism in making provision for all 
anticipated losses and expenses and 
accuracy by associating with revenue 
all costs and expenses related to it to 
determine proper net income. Conse- 
quently there is a tendency, under the 
accounting concept, to delay the recog- 
nition of unrealized profits (i.e., un- 
earned) and to accelerate the recog- 
nition of expenses (deductions).” In 
certain respects, the writer sees no spe- 
cial reason why the administration of 
the Federal income tax law should 
necessarily follow strict accounting 
theory, although it may as a matter of 
convenience without serious sacrifice 
of revenue do so. As an illustration of 
this point, the writer refers to what is 
probably the past rather narrow policy 
of the Bureau of Internal Revenue with 
respect to depreciation, which policy is 
apparently in the process of being 





changed by the new Commissioner of 
Internal Revenue. 

Conversely, no special reason seems 
to exist for the accounting profession’s 
changing its general techniques to fit 
income tax interpretations, so long as 
necessary adjustments are made in re- 
porting net income for tax purposes. 
It may be that the end result of all this 
is the keeping by taxpayers of two sets 
of books—one for the management 
and one for Federal tax purp«ses. This 
is only partially true, since there are 
only certain areas in which tax ac- 
counting and general accounting con- 
flict. Be that as it may, if in the areas 
of conflict, the principles utilized by 
the accounting profession are reason- 
ably within the area of sound eco- 
nomics, there appears to be no sound 
reason why general accounting princi- 
ples should be conformed to tax ac- 
counting. However, in areas where the 
general accounting practice might be 
based more on custom than on neces- 
sary economic theory, the question 
poses itself as to whether there is any 
vital reason why general accounting 
principles should not more closely 
parallel tax accounting theory in the 
areas of conflict. For example, and to 
close — Who can rightly say that the 
accounting profession’s definition of 
the accrual method is sounder than the 
tax accounting definition of the accrual 
method, for is not the entire concept 
of profits as allocated to a particular 
period to a degree more or less arbi- 
trary, whether from the standpoint of 
tax accounting or general accounting? 


Distinction is non-existent. From 
the standpoint of generally accepted 
accounting principles, Mr. Erbacher 
says, the distinction between taxable 
and non-taxable income does not exist, 
except as it is necessary to determine 
net taxable income for determining tax 
liability. To the previously noted 
breakdown of income into operating 
and non-operating income, there is also 
a third distinction added, namely that 
income applicable to a prior or later 
period. The reasons lying behind the 
accounting concept are not the subject 
of this inquiry, but it should be ap- 
parent even from a casual reading of 
the problem that the definition and 
recognition of gain for tax purposes 
stems from entirely different points of 
view than does the determination of 
profits and losses for a given account- 
ing period from the purely accounting 





Tax Aspects of Accounting * 23 








standpoint. It might be said that in 
general the accounting profession at- 
tempts to determine profits and losses 
according to economic theory, whereas 
taxable income for tax purposes is 
simply what the law as interpreted in 
the regulations and decisions of the 
Courts says it is. In other words, Con- 
gress has the power to tax and may 
select the subject matter of taxation 
so long as the law is uniformly ap- 
plied to all those within a given class 
of taxpayers, and so long as the subject 
matter is income within the meaning of 
the Sixteenth Amendment. 


Accounting rules are not of divine 
origin. It would soothe a good many 
accountants’ wounded feelings and 
sense of outraged justice if they would 
always keep in mind that “the courts 
have held that for federal income tax 
purposes deductions are creatures of 
statute and that in order to support 
the taking of a deduction the taxpayer 
must be able to point to a statute 
which authorizes the taking of a de- 
duction. Section 23 of the Internal 
Revenue Code is the most prolific 
source for determining what items are 
deductible although other sections of 
the law such as those relating to net 
operating loss, deduction of capital loss 
carryover, etc., must be considered... . 

“It therefore appears that for Federal 
income tax purposes there is no neces- 
sary correlation between the earning 
of specific income in a tax accounting 
period and the deducting of the ex- 
penses related to the earning of said 
income. 

“From the standpoint of general ac- 
counting principles, deductions are ex- 
penses of earning income if they fall 
within the accounting definition of de- 
ductible expenditures applicable to in- 
come earned in the current period, 
with the principal distinction being that 
between capital expenditures and reve- 
nue expenditures, capital expenditures 
being those which produce a benefit 
extending over a period of time more 
permanent than one year or so, and 
revenue expenditures being those for 
items eaten up in the production or 
merchandising process. To this distinc- 
tion is added the further necessity of 
determining whether the revenue ex- 
penditure applies to the current ac- 
counting period, or a future, or past 
period so as not to be chargeable against 
current profits in a year to which those 
expenses are not applicable .. . 
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“As a parallel to the idea of taxable 
and non-taxable income which exists 
in Federal income tax law, there is a 
concept of deductible and non-deducti- 
ble expense items. To illustrate, there 
is the fact that the Federal income tax 
is not deductible, the failure to allow 
deduction of capital losses in a current 
period except essentially to the extent 
of capital gains, the limitation on the 
amount of charitable contributions, the 
disallowance of expenses of earning in- 
come which is not subject to tax, the 
wash sale rule, etc. All of these items 
are bottomed on the statutory concept 
of producing revenue and have no re- 
lations to strict accounting theory. 

“On the other hand, from the stand- 
point of accepted accounting principles, 
the arbitrary distinction between de- 
ductible and non-deductible expenses 
does not exist, such distinction as there 


is being limited generally speaking to 
the distinction between capital and 
revenue expenditures, and those de- 
ductions or expenditures which are not 
applicable to the current accounting 
period and are therefore set up as de- 
ferred asset accounts or charges to 
prior years’ accounts or Surplus.” 


Recommended for lawyers. This 20 
page article ought to be very useful to 
lawyers who feel they’d like to know 
a little bit more about the accounting 
aspects of taxation. That the subject is 
a difficult one is implied by Mr. Er- 
bacher in his concluding paragraph, in 
which he says: “The writer chooses to 
retire to his defenses prepared to 
dodge descending brickbats hurled by 
exponents of federal income tax ac- 
counting and general accounting prin- 
ciples alike.” 


New decisions this. month 





YEAR OF LOSS ON JOINT VENTURE. In 1946 
and 1947, taxpayer and two others ad- 
vanced preliminary expenses, option 
payments, etc. for a proposed Sec. 608 
FHA project. At the end of 1946 it 
seemed unlikely that the venture could 
be launched, but in 1948 taxpayer went 
to Washington, discussed possibility of 
someone else taking over the venture, 
paid some expenses, got the options ex- 
tended. The Tax Court holds that the 
loss is allowable when the transaction 
is completed — and that did not occur 
until after 1947. Gilbert Weiss, TCM, 
1954-51. 


Certiorari denied — Deposits ON CON- 
TAINERS. Taxpayer’s invoices stated that 
containers were not sold. It credited 
deposits to liability account. Refunds 
it made were charged to the same ac- 
count. Over the years a large credit 
balance was built up. The Commissioner 
added to 1942 taxable income the ex- 
cess of deposits received over deposits 
refunded. The Tax Court approved as 
did the Circuit Court, which said, “If 
the Commissioner’s determination was 
an unprecise approximation, the tax- 
payer, who caused the difficulty by 
obviously improper accounting, must at 
least show rather clearly that the Com- 
missioner’s result is unjust. This has 
not been shown here. Fort Pitt Brew- 
ing Co. v. Comm., cert. den. 6/1/54. 


July, 1954 


TRUST NOT TAXABLE AS CORPORATION. In 
1934 corporation operating orange 
groves found it could obtain financing 
only by liquidating. It did and prop- 
erties were conveyed to taxpayer as 
trustee. He contracted with a coopera- 
tive growers’ association which op- 
erated the groves. The Tax Court 
found that the trust was merely a step 
in liquidation and was not created for 
the purpose of carrying on a business. 
It could not be taxed as a corporation. 
George I. Fullerton, 22 TC No. 49. 


Acquiescence — HospBy LOSS, COMMUN- 
ITY PROPERTY. Taxpayer and his wife 
sustained losses from operation of 
ranch which totaled more than $50,000 
for five years. As the ranch was com- 
munity property they reported half the 
loss on each spouse’s return and the 
total to each was less than $50,000 for 
five years. The Tax Court held that the 
hobby loss disallowance is not applica- 
ble. (See Rev. Rul. 54-179). Fred Mac- 
Murray, 21 TC 15, Acq. IRB 1954-21, 4. 


Hossy LOSS, HUSBAND AND WIFE. Where 
husband and wife as partners operate 
a business, the loss of each should be 
computed separately for the purpose of 
applying the “hobby loss” limitation 
of Sec. 130 of the Code, even though 
they file joint returns. Rev. Rul. 54-178. 
[See MacMurray, supra.] 
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Hossy LOSS, COMMUNITY PROPERTY. 
Where a taxpayer operates a business, 
the income from which is community 
income, one half the loss is to be at- 
tributed to each spouse for the purpose 
of applying the “hobby loss” limitation 
of Sec. 130 of the Code. Rev. Rul. 
54-179. [See MacMurray, supra.] 


Acquiescence — REAL ESTATE CONTESTED 
commission. After taxpayer sold prop- 
erty not through a real estate broker, 
it was sued for a commission. The Tax 
Court found that payment was made 
not because of liability but to avoid 
expensive litigation and allowed pay- 
ment as expense. Samuel G. Swain, 20 
TC 1022, Acq. IRB 1954-21, 4. 


Acquiescence —'Terracinc. Tax Court 
allowed the cost of terracing farm land 


as ordinary expense because it found - 


that the work did no more than main- 
tain the productivity of the farm. See 
Rev. Rul. 54-191. Collingwood, 20 TC 
937, Acq. IRB 1954-22, 4. 

TERRACING. Cost of terracing farm will 
be allowed as expense only when con- 
vincing evidence is presented to show 
that it does not increase the value of 
the property. Ordinarily it will be re- 
garded as an improvement, properly 
chargeable to capital account. Rev. 
Rul. 54-191. 


FARMER’S INVENTORY. Nursery man had 
used cash basis. Tax Court holds that 
as farmer, he need not use inventories. 
However, he can deduct cost of plants 
only in year sold. Commissioner’s esti- 
mate of costs accepted. See detailed 
analysis of this case here next month. 
Previous opinion in this case, (21 TC 
No. 89) accepting the taxpayer’s com- 
putation of cost of goods sold, with- 
drawn. W. Cleve Stokes, 22 TC No. 56. 


PROPERTY NOT HELD FOR SALE. Taxpayer 
was required to buy 65% acres to get 
9 acres he wanted. He sold 29 parcels 
within 6 months and 3 later. Held gain 
on sale was capital gain. Doss v. U. S., 
DC Texas, 12/8/53. 


LEASE PREMIUM. Corporation which had 
paid premium for 25-year lease liqui- 
dated. It cannot deduct the unamortized 
premium in that year. The balance 
should be treated as a cost of the lease 
transferred in liquidation, and should 
be amortized by transferee over re- 
maining life. The Court added that the 
lease premium was a sham. Cooper 


Foundation v. O'Malley, DC Neb., 
5/26/54. 


FEED PURCHASED AT YEAR END. Jury finds 
that $27,000 paid for wheat purchased 
December 31, 1942 was ordinary ex- 
pense and deductible. Cover v. O’Mal- 


_ ley, DC Neb., 10/12/53. 


PREMIUMS ON INSURANCE ON DEBTOR. The 
Circuit Court sustains the Tax Court in 
allowing bank to deduct premium paid 
on life of bankrupt debtors. In the years 
involved, the cash surrender values 
were in excess of premiums previously 
paid and not deducted, but less than 
the total premiums paid by the bank. 
The Court said, “The decision whether 
the amount may be charged off... or 
must be added to the cost basis of a 
taxable asset is not found in a single 
phrase or rule of thumb; it depends on 
the nature of the business and the fac- 
tors involved; and we cannot say that 
the Tax Court was wrong in concluding 
that the cost . . . should be regarded 
as part of the running expenses of the 
Bank’s business.” Charleston National 
Bank, Comm. v., CA-4, 5/19/54. 


Certiorari denied —OrpInaRyY INCOME 
REALIZED ON SALE OF NOTES WITH UNPAID 
INTEREST. The Taxpayer sold notes, on 
which principal and interest were in 
default, for a flat price. The Tax Court 
and the Sixth Circuit agreed that the 
excess of the proceeds over basis was 
ordinary income. Fisher v. Comm., cert. 
den. 6/7/54, 


CAPITAL GAIN ON SALE OF WAR HOUSING. 
Taxpayer built 20 units of war rental 
housing in 1944 and 1945. On October 
15, 1945, restrictions limiting sale were 
lifted. All were sold in 1946 through a 
broker. Tax Court had said that after 
October 15, 1945, the houses were held 
for sale in ordinary course of business. 
Circuit Court says they were held for 
sale in liquidation of rental business 
and gain was capital. Dillon v. Comm., 
CA-8, 6/4/54. 


OPA OVERCHARGE. Deduction of volun- 
tary damage settlement with OPA al- 
lowed. Stinson & Dickensheets v. U. S., 
DC NJ, 3/26/54. 


Priority OF LIENS. The District Court 
gave priority to a local tax lien, per- 
fected prior to the U. S. lien for income 
tax. Affirmed. Atlantic Municipal Cor- 
poration, U. S. v., CA-5, 5/11/54. 


Acquiescence—CaAPITAL ASSET. Oc- 
casional dealings in movie stories are 
found not to be a business, and gain on 
sale is capital. Nor was it, on the facts, 
a disguised salary or dividend. Fred 
MacMurray, 21 TC 15, Acq. IRB 
1954-21, 4. 


SETTLEMENT OF “WHEN ISSUED” CON- 
TRACTS IS SHORT TERM CAPITAL GAIN. 
Taxpayers had contracts (held over 
six months) to buy certain securities 
“when issued” and contracts to sell the 
same number of securities “when is- 
sued”. In accordance with Stock Clear- 
ing Corporation procedure, the con- 
tracts were offset and the taxpayer 
credited with the net excess of pro- 
ceeds of sale. The Tax Court held that 
what happened was a receipt of shares 
under the buy contract, followed by an 
immediate sale of the same securities 
—a short term gain. Shanis v. Comm., 
CA-3, 6/1/54. 


Certiorari denied— REALIZATION OF 
INSTALLMENT OBLIGATIONS. A taxpayer 
reporting a gain on the installment 
basis does not realize the gain, for tax 
purposes, when it transfers the re- 
ceivables in a tax-free exchange under 
Sec. 112(b)(4). This is true even 
though the transferee of the receiva- 
bles in the tax-free exchange at the 
same time acquired all the assets and 
liabilities of the installment debtor, 
and the installment receivable and in- 
stallment obligation canceled each 
other. The cancellation is the taxable 
event. Nebraska Seed Co. v. U. S., cert. 
den. 6/7/54. 


Certiorari denied —PARI-MUTUEL RE- 
CEIPTS GIVEN TO TRACK ARE INCOME. 
Fourth Circuit had held that the track 
received taxable income when the State 
Racing Fund turned over to it % of 
1% of the gross proceeds of pari- 
mutuel betting at its track. The funds 
were to be used for building improve- 
ments only. This was not a subsidy or 
gift from State as the State never had 
the money. They were receipts from 
taxpayer’s business. Maryland Jockey 
Club of Baltimore City, U. S., v. cert. 
den. 6/7/54. 


WoRrRTHLESSNESS OF DEBT.’ Taxpayer 
found not to have met burden of proof 
of worthlessness where it failed to sub- 
mit the record of the debtor’s bank- 
runtcy proceedings. Lunsford v.Comm., 
CA-5, 5/14/54. 
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TAX ASPECTS OF ESTATE PLANNING 


Estate & Gift Taxation 


EDITED BY VENAN J. ALESSANDRONI, LI.B. 


How to plan an estate to offset 


effects of inflation 


OuR PARTNER, RENE WORMSER, keeps 
harping on the fact that we have not 
seen the end of inflation, and that for 
any estate planner to fail to take it into 
account seriously in setting up an estate 
plan is foolish to the point of negli- 
gence. Here’s what Mr. Wormser writes. 

“Some economists believe the danger 
of continued inflation is not critical; 
they said last year we would level off 
or have a recession which would make 
an end of inflation. 

I wish they were correct, but I 
fear they are not. For many years, I 
have been warning technicians in estate 
planning to take inflation into account; 
these warnings have been proved justi- 
fied by an irregular but formidable 
drop in the value of the dollar. There 
have been recessions, but each has been 
followed by a continuation of the up- 
curve. We are said to be levelling off 
now. Whatever may be the situation at 
any given moment, however, the basic 
inflationary pressure is very much 
alive.” 


Giving the inflation test to 
estate liquidation plans 


If you were doing a comprehensive 
estate planning job, one of your first 
steps would be to test a tentative plan, 
to see how the estate would fare under 
the tax impact. There is no scientific 
way, of course, to re-value the assets 
and liabilities to forecast the degree of 
inflation or the extent to which the 
unfair inflation tax-impact may deci- 
mate the estate. But I suggest that you 
make the ordinary computation by the 
ordinary means and then adjust with a 
factor of safety, for the purpose of 
testing whether there would be enough 
liquid assets (in the estate, or avail- 
able) to pay the death charges in an 
inflated economy. That is, one should 
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not rely on a computation at current 
values and rates and be satisfied with 
an exactly appropriate present degree 
of liquidity. I would use a factor of, say, 
ten per cent inflation error in this re- 
adjusted computation. And I would 
caution the client that a recomputation 
should be made periodically, if and as 
inflation progresses. In an inflationary 
era such periodic recomputation is vital. 

In this readjusted computation, I 
would make these adjustments: 

1. Leave as they are assets and debts 
which are attached to the dollar. 

2. Those which are capable of in- 
crease in value through inflation, I 
would inflate. 

This admittedly unscientific method 
will, at least, urge you to plan with 
some safety factor in mind, and arouse 
you to greater consciousness of the in- 
flation danger. 


Determining liquidation methods 


The next step, after an analysis 
which establishes the death charges 
and the dollar amount of the net estate, 
is to determine what specific net assets 
are practically available for liquidation 
to meet the death taxes and other 
charges, and what is desirable to so 
liquidate. After all, it is only when you 
have allocated specific property to the 
liquidation purpose that you can know 
what assets truly remain to form the 
basis of your dispositive planning. 

Where life insurance is to be relied 
upon for the liquidation purpose, the 
client should be prepared to use it on a 
progressive basis. That is, as inflation 
proceeds, his insurance must be in- 
creased to compensate for the drop in 
the debt-and-tax-settlement power of 
the insurance. 


Sale of business interest. When the 
liquidation plan calls for the use of 
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business interest, perhaps by some con- 
tract of purchase to take effect at 
death, generosity to surviving associ- 
ates or partners must now often give 
way to practicality. Particularly, I 
recommend: 

1. Any fixed sales price is unwise, 
except in those few, special instances 
in which a fixed price is used to keep 
the death appraisal value down and 
there is a specific accompanying inten- 
tion disproportionately to benefit the 
purchaser of the stock to the detriment 
of the general estate. (The estate would 
obviously suffer as the value of the 
dollar declines.) 

2. In using a formula, do not ex- 
clude good will (or earning power), for 
that may reflect the inflationary factor 
more than do the assets. (There are 
businesses in which the only true in- 
flation protection is in earning ca- 
pacity.) 

3. A formula based on past dollar 
earnings, however, might be disastrous. 
(In some manner, the earning average 
should be measured by or corrected 
against the dollar purchasing power of 
the respective years.) 

4, In evaluating assets, book value 
may be quite unfair. (Revaluation on 
some basis to bring the assets up in 
their relation to the new dollar value 
may be necessary.) 

5. Lag in payment should be avoided. 
(When there is a substantial delay be- 
tween evaluation date and payment 
date, it is not impossible that -a sub- 
stantial loss in dollar decline could 
take place. This brings in the question 
of methods of payment, which is an 
aspect which cannot be ignored. 

I must note, of course, that all my 
suggestions for reflecting inflated values 
in a price formula might be disastrous 
if used under a contract method which 
fixed value for tax purposes and did 
not require a purchase. My recom- 
mendations are directed at a compul- 
sory purchase method. 


Inflation and the will 

Whether it contains a trust or not, 
the most important problem in con- 
structing the will with inflation in 
mind is that of investments. An estate 
may be in administration for years. 
Historically, I think it safe to say, the 
courts have held the duties of an 
executor to be to collect, conserve and 
liquidate the assets, and then pay out; 
in contrast to a trustee, the executor 
has not had investment as a primary 
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function. However, in this period of in- 
flation I conceive the duty of an execu- 
tor to have come close to that of a 
trustee, if not to have reached it. 

I urge that the will be drafted in 
such a way that the executor has the 
widest possible investment authority 
and that the language used be power- 
ful enough to make it safe for him to 
use it. More important, perhaps, than 
bare authority, is the selection of an 
executor with investment experience 
and ability. To select the widow, or a 
relative, or friend, for sentimental rea- 
sons or in order to save a commission, 
is trifling with the inflation danger. 
Running an estate and investing its 
funds is a job for an expert, now more 
than ever before. I suppose the average 
lawyer thinks of himself as the perfect 


executor. Generally he is not, because 
he is not an investment expert. He 
makes an excellent co-executor. 


Investment expert imperative as ex- 
ecutor. In cases where the other execu- 
tor may perhaps be too conservative, 
the lawyer may even provide that 
*greater courage which investment 
against inflation now demands. But 
there must be at least one investment 
expert among the executors. It is my 
own belief that, unless one can find a 
Bernard Baruch, there is no better 
choice than a first-class bank or trust 
company. At any rate, investment ca- 
pacity is the first characteristic which 
should be sought in a fiduciary, and 
there should be no concern at paying 
the fees which good service warrants. 


One more thing. It is a mistake to 
select the window or other inexpe- 
rienced investor as executor and then a 
good investor as trustee. A trust may 
be made or broken while the estate is 
in administration, and there should be 
continuity of investment management 
and policy whenever possible. 


Permanence of investment. In the se- 
lection of investments in an estate, I 
suggest that permanence of investment 
is highly important. Years ago one 
could shift frequently without intrinsic 
loss. Now under our tax law infla- 
tion takes an unfair toll of capital when- 
ever there is a sale with an inflated 
profit —it is not profit which is being 
taxed, but capital itself. So, the fewer 
the shifts on the upward curve, the less 





A NECESSARY BACKGROUND for the ac- 
companying discussion of inflation 
and estate planning is the basic 
question of whether or not we will 
have more inflation. My answer is 
yes, we will! 

There are strong _ inflationary 
forces in our present political, social 
and economic structure which would 
press for a resumption of the price 
rise. I shall state but a few. 

1. The defense effort is intrinsi- 
cally inflationary. 

2. In a period in which we are di- 
verting a great part of our produc- 
tive capacity to the defense effort, a 
general reduction in the standard of 
living must follow; yet the public 
struggles against accepting it, and 
this struggle is an inflationary force. 

3. We deal in astronomical figures 
in our budgets. For Congress to add 
a few billions is as uneventful as 
your buying a stick of chewing gum. 
We believe that we can spend our- 
selves into continued prosperity and, 
by spending, return the rest of the 
world to safety and make it love us. 

4. Our tax bill is now at the 
danger point. When taxation is so 
high that it cannot or will not be 
absorbed in profits, it is added to the 
price of products and services and 
passed on to the public. So, high 
taxation is severely inflationary. 
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5. Our national debt is gigantic, 
but few are any longer impressed 
with its size or the difficulty of serv- 
icing it. The ever-present temptation 
of government, not always resisted, 
is, through financial manipulation, to 
help the dollar fall in value and thus 
produce Alice-in-Wonderland re- 
sults: an increase in the dollar na- 
tional income; a heavier dollar tax 
collection; and an easing of prob- 
lems of servicing the debt and meet- 
ing an expanding budget. 

6. It is practically impossible for 
fiat money to maintain its value. Yet 
I see no early prospect of our restor- 
ing the gold standard. 

7. Bureaucracy increases almost 
daily, taking more and more people 
out of productive work and thus re- 
ducing the aggregate national prod- 
uct. The demand is for more and 
more government planning, which 
stultifies individual initiative and 
substitutes for it the supposed eco- 
nomic omniscience of political man- 
agers, most of whom have never had 
much active contact with industry or 
the market place. 

8. Boot-strap theories of eco- 
nomics have been promoted by many 
articulate “liberals” whose idealism 
exceeds their understanding of the 
simple rules which make things go. 
They have taught the public to want 


more and more for less and less 
work; this is a desirable end but one 
which can usually be achieved only 
by scientific development and not by 
a mere leveling of profit distribution. 

9. Professional labor leaders must 
keep pressing for increased wages 
for their constituents or lose support. 
Where a direct attack on wages is 
not possible, wage rises are disguised 
as “social benefits.” To the extent 
that these increased wages and ben- 
efits are not accompanied by a cor- 
responding increase in production, 
they add to the cost of doing busi- 
ness and thus reflect in the price 
structure. And so, there are succes- 
sive rises in labor costs and prices 
—call either the chicken and the 
other the egg if you will—and the 
inflationary spiral goes on. 

10. If a more serious corrective 
recession comes, the Administration 
would certainly press for all sorts of 
further inflationary measures, and 
manipulate credit and currency, to 
the end of reversing the curve again. 
The Republicans would find a re- 
cession as distasteful politically as 
would the Democrats. Though such 
a recession might promise to give at 
least temporary stop to the spiral 
action of wages and prices, they 
would very likely do everything 
possible to forestall or stop it. 
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THESE ARE THE THREE most vital 
principles of sound estate planning. 
They are likely to bring you through 
any sort of economic period; they 
are as applicable during inflation as 
in a stable era. 

1. The first principle is that of the 
reasonable maximum of liquidity. It 
needs no laboring. Few of us can be 
wholly liquid. But many of us pay 
little attention to the advisability of 
minimizing the percentage of our 
wealth which is kept in frozen or 
frigid assets. Often, in an anxiety to 
create a tax saving, this principle of 
liquidity is violated, and sometimes 
at great eventual cost to oneself and 
to one’s heirs. I do not imply, of 
course, that liquidity requires keep- 
ing one’s funds in dollars or in gov- 
ernment bonds. I refer to a “liquid 
asset” as one which can be readily 
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liquidated without taking serious 
loss. 

2. The second great principle is 
that of the reasonable maximum 
flexibility. It is not the same princi- 
ple as that of liquidity. It is possible 
to keep liquid and yet to tie the 
funds up in an iron-bound plan 
which could make liquidity inef- 
fective. Plans for both the period of 
life and the period after death 
should be of such a character that 
they can be changed to suit circum- 
stances which cannot now be an- 
ticipated. 

3. The third and, in my opinion, 
the most vital of the basic principles 
is that of working capacity. It was 
my conclusion, years ago, that the 
ability to work and earn is of far 
greater value than vested wealth. I 
find it doubly true, if that is pos- 








there is of this capital loss. 

It would be foolhardy to insert in- 
vestment restrictions in a will. I believe 
in selecting the ablest investor and 
giving the widest power. I cannot see 
the sense of any limitations on the 
scope of investments. Inflation brings 
new problems, which may change al- 
most from day to day. Who can antici- 
pate what proper investments should 
be, even five years from now? It may 
be commodities; it may be wasting in- 
vestments; it may even be wise to hold 
cash uninvested while waiting for signs 
of the next up or down in the jagged 
pattern of all inflationary investment 
movements. One can do no better than 
to select the best trustees available and 
to. give them the widest possible au- 
thority. In this authority, I advocate 
expressly freeing the trustees from any 
geographical limitations, whether by 
state or country. 


What kind of investments are best? 
Some few words as to investments 
themselves may not be out of line in 
this discussion. Obviously, equity in- 
vestments, carefully selected for ap- 
proximately permanent holding should 
now form a very large part of an in- 
vestment portfolio. These are usually 
best found in the stock exchanges. But 
there are two other equity forms which 
deserve attention. One is one’s own 
business. The other is real estate. 


28 * The Journal of Taxation °* 


Real estate can be the worst and the 
best investment. As a hedge against in- 
flation, it is magnificent if properly se- 
lected. Moreover, there are collateral 
advantages. The use of depreciation al- 
lowance can save more in income tax, 
in many cases, than what is eventually 
lost through the increase in capital 
gain because of the subtraction of de- 
preciation from purchase price. Wealth 
can thus, in these instances, be built. 
And a successful real estate operator 
can tell you more mechanisms which 
can be used legitimately and honestly 
to make its use more profitable than 
holding ordinary equities. But it is no 
game for a neophyte. 


Avoid. short wills. Do not let clients 
persuade you to give them short wills. 
They often think that there is intrinsic 
merit in brevity. The opposite is gen- 
erally true; a well-drawn will is usually 
longer than the client expected and 
wanted. Of the many administrative 
clauses which should go into wills, de- 
pending on the circumstances, that 
which authorizes payments in kind is 
of great value in an inflationary era, 
for, as I have explained, every sale can 
result in a loss in purchasing power. 
But I think the most important admin- 
istrative clause in many cases is that 
which defines which taxes are to be 
borne by what. Permitting the normal 
rules of apportionment to apply, both 


July, 1954 


as to assets outside the estate and as 
among those inside the estate, may 
operate against the design of the plan 
and may seriously impair the value of 
special inflation-protected assets. A 
most careful study of the entire cir- 
cumstances is necessary before the de- 
cision as to tax burden is made, and 
then the language used deserves more 
than passing attention. 


Use percentage bequests. Lawyers 
generally are well aware that per- 
centage bequests are safer than dollar 
amounts, for a decline in value in the 
estate can impair the value of the 
residue, which is generally used to 
take care of the most important bene- 
ficiaries. Inflation makes this principle 
apply just as vitally in reverse. In- 
flation may lower the purchasing 
power, the true value, of dollar be- 
quests. This may be particularly im- 
portant where a trust is set up in a 
dollar amount. 


Marital deduction problems. In the 
community property states, the marital 
deduction has less interest than in 
those states where a man keeps all that 
he makes. Yet the problems of marital 
deduction and community property are 
generally alike. Inflation comes into 
play in the decision whether to take 
advantage of the mechanism of saving 
the first tax in successive-generation- 
transfers, through marital deduction or 
community property, or of saving the 
second tax through a carefully devised 
testamentary trust. 

It has been my experience, as a re- 
sult of many marital deduction calcu- 
lations, that in most cases it has been 
more advantageous to take the first tax 
saving now, as to the maximum pos- 
sible, taking the second saving in a 
trust to cover the property not quali- 
fying for marital deduction. But such 
calculations have been based on present 
values, present tax rates and present 
tax loss in purchasing power. 

I suggest that there will be many 
cases in which, either because the wife 
has property of her own or in the very 
nature of things, it might pay to pass 
up the first saving and plan for the 
second. (One factor which must be 
integrated, of course, is whether there 
is sufficient protection for the wife.) If 
there is continued inflation, the loss 
through the imposition of higher tax 
rates on inflated value may radically 
lessen the amount which is eventually 
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transferred to the children after the 
wife’s death. Moreover, when there is 
a business interest involved, it may be 
far better to solve the eventual liqui- 
dation problem now than to hope that 
chance will solve it upon the wife’s 
death. ° 


Gifts inter vivos 


As inflation is confiscatory because 
transfers are taxed at rates higher than 
the proportionate inflationary increase 
in value, a resultant principle is clear 
enough: the sooner a gift is made, the 
less it will cost to make in gift tax or 
in its cut into the gift tax exemption. 
I am referring to gifts in their essential 
character, their value in purchasing 
power. Here is an obvious example: 
you want to give your son $40,000 to 
build a house; if you wait until there 
is a fifty per cent inflationary rise, you 
will have to give him $60,000 to build 
the house. That costs you more, pro- 
portionately, in gift tax or in the cut 
into your and your wife’s gift tax 
exemptions. The advantage of an im- 
mediate gift over a later disposition by 
will is also similarly accelerated in the 
inflationary period. 

Gifts in kind are often desirable, 
gifts of income-producing property 
especially so. Study carefully the rules 
and cases in which a partnership in- 
terest can properly be transferred to a 
member of the family at a low gift 
value and yet produce large income for 
the donee. This area of planning re- 
quires great care, but is fruitful. It is 
now possible safely to make a gift of a 
partnership interest even to an infant. 
There is also hope that a tax amend- 
ment may some day reduce the capital 
gain impact on gifts. 

The American Bar Association has 
been promoting a tax amendment to 
grant to the recipient the death value 
as a base rather than the donor’s 
acquisition value. How much chance 
there is of this measure passing, I do 
not attempt to guess, but if a gift can 
be made in the form of securities or 
property which may be safely held 
until the donor’s death, it is possible 
that some of the unfair damage of the 
inflationary tax hazard may be elimi- 
nated through such corrective legis- 
lation. 

Similarly, where life insurance can 
be carried by the donee without vio- 
lating the “directly or indirectly” rule, 
(The new tax bill proposes to change 
this rule. The insurance changes are 


discussed extensively on the second 
page following.) the inflation advan- 
tage of such transfers is sometimes 
obvious enough, on the theory that a 
present gift is at the cheapest cost of 
transfer. Moreover, here again the Bar 
Association hopes to persuade Con- 
gress to exempt such transferred in- 
surance corapletely from tax in the 
estate of the donor, on the theory that 
it has been subjected already to one 
tax, gift tax, and should not be dis- 
tinguished from other gifted property 
by being taxed at death. There may 
be a future break here. Anyway, the 
sooner the gift, the better, and the 
greater the saving. 


Inflation and the tax rates 


I shall mention one more of the many 
inflationary factors; this one comes 
directly within our field of estate 
planning. Inflation is self-propelling in 
a high tax era such as ours. For the 
taxpayer does not catch up with in- 
flation by a proportionate increase in 
his income; thus he ever seeks to in- 
crease his earnings in order to come 
out the same in buying power. The 
result is that his pressure for greater 
earnings constantly drives the price 
structure higher again, to his own suc- 
cessive loss. It works this way. The in- 
come tax brackets are not attached to 
the purchasing power of the dollar. 
When there is inflation, the tax rates 
should be reduced to be fair; but the 
impulse of government in an inflation 
era is always to increase the rates. 

So, when Smith, who earned $10,000, 
demands a salary of $15,000 in order to 
even himself with a fifty per cent in- 
flation, he reaches higher tax brackets 
with his new income. The net result is 
that he ends with less in purchasing 
power, after he has paid his tax bill, 
than before the inflation and his pro- 
portionate raise in salary. Naturally, 
the higher the income, the harder does 
this confiscation by tax hit. 

Something similar happens in con- 
nection with capital gain. Smith bought 
stock at $10,000. Subsequently, there is 


a fifty per cent inflation, and he hap- 
pily sells his stock and pockets a gain 
of $5,000, or fifty per cent. But 25% 
of that fifty is taken away from him by 
capital gain tax; net result: he is 
worth less in purchasing power than 
before the inflationary movement 
started. 

In relation to gift tax, inflation is 
also confiscatory. The greater the in- 
flation, the more it costs in tax to make 
a gift of the same purchasing power. 

And so it is with estate taxes. Smith’s 
estate may be fifty per cent larger be- 
cause of a fifty per cent inflation than 
at the time he made his will. Yet his 
family will receive less in purchasing 
power than if he had died before there 
was an increase in the value of his 
estate through inflation. 

As I have indicated, these inequities 
could be corrected through purposeful 
and progressive reduction of the in- 
come, gift and estate tax brackets, but 
how unlikely that is! So we face not 
only the danger, with continued in- 
flation, of being unable to create perfect 
hedges against it (which could increase 
our incomes and wealth proportionately 
in the new dollars) but also the hazard 
of a net loss in income and wealth, to 
ourselves and our heirs and bene- 
ficiaries, through the unfair operation 
of obsolete tax scales. 

I think this excursion into economics 
is necessary to emphasize how im- 
portant it is in estate planning to fear 
and plan against the devastating in- 
roads of what may be a long-continued 
period of dollar devaluation. I may be 
wrong in my conclusion that inflation 
will continue, but cautioning against 
inflation is certainly not tilting against 
windmills. If you are optimistic enough 
to doubt inflation’s continuance, I ask 
you at least not to bet against it. In 
doing that you may hazard the safety 
of your clients and their beneficiaries. 
I am not suggesting that you plan for 
continued inflation as a certainty. I ask 
you to hedge intelligently — to take the 
probability or possibility of further in- 
flation into account 





Use of tax free power 


to invade principal 


can eliminate much strife and uncertainty 


Two RECENT NEW YORK CASES point up 
the difficulties inherent in any provi- 
sion authorizing payment of principal. 
Any invasion, discretionary as to 


amount or purpose, invariably requires 
a trustee to inquire: (1) Will the pay- 
ment come within the scope of the 
trustee’s discretion? (2) Is the trustee 
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empowered to make the payments 
without considering the life benefici- 
ary’s other income? No matter how 
carefully the invasion provision may 
be drawn, the trustee may be required 
to search for the testator’s intent. In 
Matter of Bouvier, (Surrogate’s Court, 
N.Y. County, N.Y.L.J. 3/1/54), the 
Court had under consideration a trust 
for the benefit of the testator’s daugh- 
ter which authorizes the trustee “.. 
in all cases of emergency or active 
necessity to expend in behalf of the 
cestui que trust monies out of the 
principal of the trust as said emergency 
or necessity shall in his judgment prop- 
erly require.” The daughter was di- 
vorced, 59, and chronically ill. She was 
receiving no alimony from her former 
husband, and had no income other than 
that from the trust. Her assets con- 
sisted solely of a $15,000 home and 
furniture of minor value. The trust 
produced income of about $3,000 per 
year, and this sum was supplemented 
by an annual invasion of $2,200 in 
principal for living expenses. The re- 
maindermen contended that living ex- 
penses did not arise out of an emer- 
gency; that the trustee should have 
compelled the daughter to seek alimony 
from her former husband or sell her 
home, before the principal was invaded. 
The Court held the principal payments 
to be a proper exercise of discretion. 
The language of the will, “active neces- 
sity,” justified expenditure for recur- 
rent living expenses. The facts indi- 
cated that the testator, before his death, 
had given his daughter larger sums 
than the trustee had paid out, and he 
knew that her former husband was not 
contributing to her support. There was 
nothing in the will to indicate that the 
testator intended his daughter to ex- 
haust her modest capital before the 
principal could be touched. 
Bisconti gives much freedom 

In Bisconti (N. Y. Law Reports, 
4/16/54) the clause under construction 
authorized the trustees to pay such 
portion of the trust principal to the life 
beneficiary “as in their sole and uncon- 
trolled discretion, they may deem wise, 
whether because of insufficiency of in- 
come, personal need or otherwise.” The 
Court held that the entire principal 
could be paid out over the objection 
of the remaindermen and without a 
showing of insufficiency of income or 
personal need. The Court felt that the 
intent of the testatrix to permit the 
trustees to do as they thought best 
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was clear. 

Provisions authorizing invasion of 
principal, unless carefully and meticu- 
lously detailed may lead to uncertain- 
ties, litigation and, worst of all, inaction 
on the part of the trustee. 

How to provide 

If, therefore, the testator or settlor 
wishes to provide primarily for the care 
and security of the income beneficiary, 
why not consider discarding, or at least 
supplementing, the discretionary pro- 
vision by providing for a tax-free pow- 
er to invade principal, exercisable 
solely by the income beneficiary. There 
are two available powers: 

1. One which authorizes the bene- 
ficiary, in his discretion, to invade 
principal for his benefit provided the 
discretion is limited by “an ascertain- 
able standard” related to support, main- 
tenance, education and medical care. 
IRC 811(f) (3) (A). Here we overcome 
the problem of inaction by the trustee 
but meet problems of interpretation. 
What is “an ascertainable standard”? 
There is a clue to be found in those 
cases determining the charitable deduc- 
tion for a remainder to charity follow- 
ing a life estate when the life tenant or 
trustee has a power to invade corpus. 
In Ithaca Trust Company v. U.S. (279 
U.S. 151), the Court allowed a deduc- 
tion where the trustee could invade 
corpus for such sums as “may be nec- 
essary to suitablty maintain (my wife) 
in as much comfort as she now enjoys.” 
In a later case (Henslee v. Union Plant- 
ers National Bank & Trust Company, 
335 U.S. 595), the Court specifically 
reaffirmed the rule of the Ithaca Trust 
case, but held that a provision to in- 
vade corpus for “pleasure, comfort and 
welfare” made the power so broad 
that no ascertainable standard was cre- 
ated. It would seem that invasions for 
“pleasure,” “welfare” or “happiness” 
would not set a sufficiently ascertain- 
able standard, and that invasions for 
“comfort” are also subject to risk. It 
is the general feeling that a discretion- 
ary power vested in the beneficiary to 
invade principal for “his proper sup- 
port, maintenance, education and medi- 
cal care” is sufficiently clear to create 
an ascertainable standard. It might also 
be wise to buttress the purpose clause 
by a detailed declaration of the bene- 
ficiary’s estimated current require- 
ments. 


2. The difficulties of interpretation 
and enforcement present in the above 
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powers to invade do not exist in a sec- 
ond type of power. A beneficiary may 
be given a power to invade corpus in 
specified amounts without any limita- 
tion by reference to an ascertainable 
standard. This power of appointment 
is virtually tax free so long as it is 
limited to an invasion during any cal- 
endar year of a sum not in excess of 
the greater of $5,000 or 5% of the cor- 
pus. IRC 811(f) (5). The only tax on 
such a power is an estate tax on the 
5% of the corpus which is subject to 
the power during the year in. which 
the donee’s death occurs. The power 
must be strictly limited to the statutory 
amounts stated, but, of course, can be 
in any lesser amounts. However, the 
principal which can be drawn down, 
coupled with the income, should in 
most situations, be sufficient to care for 
the beneficiary adequately and to pro- 
vide for unforeseen emergencies. A 
suggested invasion clause might read 
as follows: 


“I authorize and direct my Trustee 
to pay over to my son during his life, 
so much of the principal thereof as my 
son may, from time to time, in his sole 
discretion, by a writing or writings 
signed by my said son and delivered 
to my Trustee, direct; provided, how- 
ever that the aggregate of such pay- 
ments in any one calendar year shall 
not exceed the greater of $5,000 or 5% 
of the value of the entire principal sub- 
ject to this trust, valued as of the last 
day of such calendar year.” 

The testator or settlor, by using 
either one or both of the two powers 
suggested above, or combining them 
with a discretionary power in the trus- 
tee alone, can overcome problems of 
interpretation and inaction. At the 
same time, he will be able to fairly 
anticipate all of the needs of the bene- 
ficiary consonant with the reasonable 
preservation of principal. 


Tricky insurance clause may 


jeopardize marital deduction 


THE GOVERNMENT'S APPEAL from Kellar 
v. Kaspar, plus the new Revenue Rul- 
ing 54-121, makes us think it would be 
most unwise to put much faith in the 
exception provided by Kellar (USDC, 
WD, So.Dak., 7/29/53) in permitting 
the marital deduction. 

Estate planners will agree that a car- 
dinal principle of good practice is to 
make certain that all documents having 
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to do with the preparation of an estate 
plan be made available and carefully re- 
viewed. The originals of all insurance 
policies, in particular, ought to be care- 
fully studied. Accepting the assurances 
of a client that a policy is payable out- 
right to his wife and inferring from 
this assurance that it qualifies for the 
marital deduction, may lead to grief. 
Revenue Ruling 54-121 points this up. 
Here, the decedent’s wife was desig- 
nated as the primary beneficiary of his 
life insurance policy. The proceeds, 
however, were to be paid to her only 
if she was living on the date the in- 
surer received due proof of the dece- 
dent’s death. Otherwise, secondary or 
contingent beneficiaries were to take 
the proceeds. We are informed, inci- 
dentally, that this is a highly unusual 
provision in life insurance policies. 
These clauses do exist, however, and 
should be carefully ferreted out. The 
Ruling held that the marital deduction 
would be disallowed on the proceeds of 
this policy: 

“Under the terms of the instant pol- 
icy,’ the Internal Revenue Service 
wrote, “the payment of the insurance 
proceeds to the surviving spouse is 
conditioned upon her being alive upon 
receipt by the insurer of due proof of 
the insured’s death. Since submission 
of due proof of the insured’s death may 
occur either within the 6-months pe- 
riod following the decedent’s death or 
thereafter, it follows that a termination 
or failure of the surviving spouse’s in- 
terest in the proceeds may also occur 


by reason of her death either within 
such period or thereafter. It is accord- 
ingly held that the terms of this con- 
tract do not come within the provisions 
of section 812(e) (1) (D) of the Internal 
Revenue Code and that the marital 
deduction is therefore disallowed by 
reason of the so-called terminable in- 
terest rule of section 812(e)(1)(B) of 
the Code. Whether the interest passing 
to the surviving spouse is in the form 
of life insurance proceeds or otherwise, 
or, whether the spouse does in fact 
survive the condition stated and take 
the property is immaterial.” 

The Ruling referred to Kellar v. Kas- 
per where the testator bequeathed his 
residuary estate to his wife, provided 
she was living at the time the estate 
was distributed. Clearly under Sec. 
812(e) (1) (B) IRC, no marital deduc- 
tion should have been allowed because 
of the “terminable interest” rule. The 
District Court held, however, that since 
the widow was alive when the estate 
was distributed and the distribution 
actually took place within six months, 
the exception to the terminable interest 
rule had been met and the marital de- 
duction was allowed. The possibility 
that the widow may have had to sur- 
vive a longer period than six months 
(because distribution might have taken 
more time) did not faze the Court. It 
was only concerned with what actually 
happened. The Government has ap- 
pealed from this decision and the ruling 
would indicate that reliance on Kellar 
v. Kaspar may be unwise. 


New tax savings possible with 


life insurance planning under HR 8300 


UNDER PRESENT LAW, the proceeds of a 
life insurance policy payable to a bene- 
ficiary other than the insured’s estate 
are included in the insured’s estate for 
tax purposes if he retained any of the 
incidents of ownership in the policy at 
his death, or, if no incidents were re- 
tained, to the extent that he paid the 
premiums on the policy. Sec. 2042 of 
the proposed 1954 Code entirely elimi- 
nates the payment of premium test as 
a basis for estate taxation. Only the 
incident of ownership test is retained. 
Note, however, that this test is broad- 
ened to include a reversionary interest 
as an incident of ownership if the value 


of the reversion exceeds 5% of the 
value of the policy at the insured‘s death 
(irrespective of whether the interest 
is expressly retained or arises by oper- 
ation of law). 

Abandonment of the premium pay- 
ment test would permit a person to 
transfer a larger estate without pay- 
ment of estate tax, assuming, of course, 
that the transfers are not made in con- 
templation of death. Here are some of 
the possibilities: 


1. A father could completely assign 
a policy on his life to his children, even 
if he has paid the premiums and the 


old stratagem of having the premiums 
paid by a person other than the insured 
could now be discarded. Of course, the 
transfer of the policy or the payment 
of premiums will be subject to gift tax, 
but much could be done within the 
available exemptions, exclusions, and 
the split gift provisions. 


2. Consider the possibility of coup- 
ling the advantages under 1 above 
with the benefits that may be made 
available under Sec. 2503(c) of the 
new Code. The latter would permit a 
gift in trust to a minor to be subject 
to the annual gift tax exclusion pro- 
vided that the income from the gift is 
expended for the minor during his 
minority, or transferred to him when 
he comes of age or passed to his estate 
if he should die before reaching major- 
ity. Thus, a father could place insur- 
ance in trust for a minor child or 
grandchild, and continue to pay the 
premiums until the child becomes 
twenty-one, at which time the trust 
would end. The original gift of the 
policy would be entitled to the benefit 
of the exclusion as would each subse- 
quent annual premium. The insurance 
need not be on the life of the father, 
but could be on the life of the child 
or any of his relatives. 


3. Proceeds of a life policy payable 
to the wife on the husband’s death 
need no longer qualify for the marital 
deduction, even though the premiums 
were paid by the husband. Transfers 
of such policies may free the full mari- 
tal deduction for use in passing non- 
insurance assets to the wife. 


4. Insurance trusts may be arranged 
so that the policy proceeds will not 
be taxed in the grantor’s estate. The 
fact that the premiums are paid with 
income derived from property held by 
the trust will no longer render the 
proceeds subject to estate tax. 


5. Insurance bought by an employer 
on the life of an employee would not 
be included in the employee’s estate 
soleley because he is considered to 
have indirectly paid the premiums 
through receipt of compensation. 


Of all gifts from a parent to a child, 
that of insurance is one of the most at- 
tractive. It is a gift not easily dissi- 
pated. If the child is the insured it gives 
him a potential immediate estate. 
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New decisions this month 





MariTAL DEDUCTION. Tax Court sustains 
the Commissioner in not allowing the 
marital deduction with respect to prop- 
erty left in trust for the widow. The 
widow had the right to income for her 
life plus the right to demand all the 
corpus. However, she would lose the 
right to corpus if she became legally 
incompetent or a guardian for her 
property was appointed. The Court 
held the widow had a terminable in- 
terest not allowable for the deduction. 
Dissent points out that such a re- 
striction exists in every case by statute. 
Tingley Estate, 22 TC No. 54. 


TRANSFERS UNDER SEPARATION AGREEMENT. 
The taxpayer transferred property to 
his children in 1946 in lump sum set- 
tlement of annual payments due under 
a 1944 agreement, which had been in- 
corporated in the divorce decree. The 
Tax Court had found the 1946 transfers 
were taxable gifts. The Circuit Court 
reversed and remanded the case for 
the Tax Court to determine whether 
there was donative intent in 1946. The 
Tax Court found none. The considera- 
tion for the 1946 transfer was release 
of obligation under the 1944 agreement. 
Paul Rosenthal, TCM 1954-47. 


TAX ON ESTATE PROPERTY ALLOWED TO 
BENEFICIARIES. The beneficiaries of an 
estate in existence since 1902 author- 
ized the executor to withhold income 
(which they included on their returns). 
With these funds the executor paid 
real estate taxes on property in the 
estate. The Tax Court allowed the 
beneficiaries to deduct the tax pay- 
ments on their personal returns, find- 
ing that they, in effect, paid them and, 
being beneficially interested in prop- 
erty, can deduct the payment even 
though title was in the estate. Estate 
of Mary Rumsey Movius, 22 TC No. 52. 


Acquiescence — NON-RESIDENT ALIEN. 
The Tax Court had held that the tax- 
able estate of a non-resident alien did 
not include, as property situated in the 
U. S., registered stock of a Canadian 
bank (its situs is the corporation office 
in Canada) or British War loan (a mere 
acknowledgment of debt) even though 
certificates for both were in the U. S. 
Lockie Estate, 21 TC 64. Acq. IRB 
1954-19, 4. 
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Acquiescence CONTEMPLATION OF 
DEATH. Motive for trusts set up twenty 
years prior to death were found to be 
protection of part of property from 
possible losses from speculation. 
Thatcher Estate, 20 TC 474. Acq. IRB 
1954-19, 4. 


CONTEMPLATION OF DEATH. In 1941 de- 
cedent transferred property into an 
irrevocable trust. Decedent was in poor 
health at the time. One month later 
decedent executed a will containing a 
testamentary trust with provisions 
similar to the inter vivos trust. The Tax 
Court found that the dominant motive 
in making the transfer in trust was to 
avoid estate taxes, and the gift was 
held to be in contemplation of death. 
Larzelere Estate, TCM 1954-35. 


GROUP LIFE INSURANCE INCLUDIBLE IN 
ESTATE. The decedent’s power to change 
beneficiary of group life insurance 
policy was agreed to be incident of 
ownership. Under the law applicable to 


estate of this decedent, who died in 
1942, proceeds of insurance are taxable 
if the decedent had incidents of owner- 
ship or paid the premiums. The Court 
holds that payment of premiums by 
employer amounts to additional com- 
pensation to decedent and payment in- 
directly by him. The insurance pro- 
ceeds are therefore includible in the 
estate. Estate of Kent v. Johnson, DC 
NY, 5/5/54. 


Wuo 1s ponor. Taxpayer claimed she 
had received shares in 1935 under oral 
trust and merely confirmed it in 1947 
by executing written trust agreement. 
However, 1935 gift to her was reported 
as outright, and she paid taxes on in- 
come. Held, she made taxable gift in 
1947. [see Lingo, infra.] 


POSSIBILITY OF REMARRIAGE. The donor 
retained income for her life or until 
remarriage. Court was unable to ex- 
clude its value from taxable gift be- 
cause statistical data on probability of 
remarriage was not submitted by tax- 
payer, on whom burden lies. Pamela 
Lingo, TCM 1954-31. 





TAXATION OF 


Partnerships 


BY ROBERT M. MUSSELMAN, 
LI.B., CPA 

Many joint ventures & 
partnerships in oil industry 
TAX MEN INTERESTED IN partnership 
tax problems should keep an eye on the 
oil industry, where they are widely 
used. The recent Cowden decision, for 
example, is discussed by Leo Austin 
of Atlantic Refining in our oil section 
on the following page of this issue. 
In general, cases and rulings in the 
oil field may suggest ways of meeting 
similiar problems in other industries. 


Certiorari denied —FAMILY PARTNER- 
SHIP NOT RECOGNIZED. The Eighth Cir- 
cuit held that there was sufficient evi- 
dence to support Tax Court’s finding 
that parents retained too much control 
over shares in family partnership 
transferred to trusts for children. The 
Tax Court had said the trusts were 
merely the passive recipients of in- 
come earned by the grantor-partners. 
Boyt v. Comm., cert. den. 6/7/54. 

Certiorari denied — TRUSTS FOR MINOR 
CHILDREN NOT RECOGNIZED AS PARTNERS. 
Taxpayer gave part of his partnership 
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interest to trusts he created for his 
minor children, and the trusts issued 
note for another part he sold them. 
The notes were paid out of partner- 
ship profits. The entire conduct of the 
partnership went on as before. Tax 
Court and Fourth Circuit refused to 
recognize trusts as partners. Maxwell 
v. Comm., cert. den. 6/7/54. 

SALE OF PARTNERSHIP INTEREST. Tax- 
payer sold, on February 28, 1945, his 
partnership interest to the wife of 
another partner for amount of his ac- 
count on the books. The partnership 
reported on a June 30 year. Included 
in his capital account was capital of 
$5,500, and profit from June 30, 1944 
to February 28, 1945, the date of sale, 
of $24,531.92, less $1,885.92 drawn in 
January 1945. The sales price was $28,- 
146, equal to the net of these amounts. 
The Court said there was no evidence 
that the $24,531.92 was compensation 
for personal services; it admitted that 
had it been drawn, it would have been 
ordinary income. The Court said that 
taxpayer simply sold a capital asset in 
which was bundled up his original in- 
vestment, profits, rights to participate 
in future profits, etc. Meyer v. U. S., 
CA-7, 5/18/54. 
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NEW DEVELOPMENTS IN 


Taxation of oil & gas 


OF GENERAL INTEREST 


Will Cowden decision 
capital gains on lease 


USE CAUTION in seeking capital gains 
treatment on lease bonus installments 
under the Cowden doctrine, says W. 
Leo Austin. Speaking at the University 
of Tulsa a few weeks ago Mr. Austin, 
who is an attorney with The Atlantic 
Refining Company in Dallas, pointed 
out that we all know that lease bonuses 
received by taxpayers upon the execu- 
tion of oil and gas leases on their lands 
are advance royalties, taxable as ordi- 
nary income, and subject to the deple- 
tion allowance. If the lease bonuses 
received in any one year aggregate a 
substantial amount, the taxpayer-lessor 
may find himself liable for tax at the 
high surtax rates. He is thus interested 
in knowing how he may avoid these 
high taxes, as for example, by the 
capital gains treatment. The solution 
to this problem is indicated in the case 
of R. B. Cowden v. Commissioner, 9 
T.C.M. 1148. 

In 1946 Cowden and his wife exe- 
cuted oil and gas leases on various 
tracts of their ranch lands. Each lease 
provided for the payment of a royalty, 
an oil payment, and a bonus or advance 
royalty. The bonus or advance royalty 
agreements provided for the payment 
of a small part thereof in cash on exe- 
cution of the leases and for the uncon- 
ditional payment of the balances in one 
or more deferred payments on specific 
future dates. After the oil and gas 
leases were executed and delivered by 
the Cowdens to the lessees and the 
bonus or advance royalty agreements 
were executed, the Cowdens sold and 
assigned the bonus or advance royalty 
agreements without recourse to certain 
banks. The record shows that the face 
amount of the deferred payments ag- 
gregated about $286,600 and that the 
banks paid the Cowdens amounts ag- 
gregating $280,600. It thus appears 


give us 
bonuses? 


that the banks applied the normal and 
usual bank discount to the face amount 
of the deferred payments. The Cow- 
dens reported the net proceeds of the 
sales in their income tax returns as 
the proceeds from sales of capital assets 
held for more than six months. The 
Commissioner’s deficiency notice stated 
that the deferred payments must be 
considered taxable as ordinary income 
in the year the properties were leased 
and the taxable amount was the value 
of the deferred payments measured in 
this case by the proceeds from dis- 
counting the deferred payment con- 
tracts. 


The Tax Court’s reasoning 

The Tax Court held that the pro- 
ceeds from the sales of the bonus pay- 
ment contracts were taxable as long- 
term capital gains. In so holding, it was 
pointed out that although the contracts 
contained unconditional promises to 
pay fixed amounts .on fixed dates, no 
notes, bonds or other evidences of in- 
debtedness than the contracts them- 
selves were given. On authority of 
C. W. Titus, Inc., 33 B.T.A. 928, and 
Alice G. K. Kleberg, 43 B.T.A. 277, the 
Court held that these bonus contracts 
had no fair market value when re- 
ceived and that the amounts of the de- 
ferred payments should not be included 
in income until they are received. The 
Court further held that the sales by 
the petitioners to the banks of their 
contractual rights to receive future 
payments of bonuses for the leases did 
not create any new interest in the 
minerals in the petitioners. The Cow- 
dens simply sold their rights to collect 
future payments for the minerals for a 
cash price determined by bargaining 
with the purchasing banks. The cash 
received from the banks was consid- 


eration for the sale of capital assets, 
having a holding period dating from 
the time they originally acquired the 
mineral interest as part of their lands. 

If you will read the opinions in the 
Titus and Kleberg cases, and the au- 
thorities cited therein, I believe you 
will agree with me that if similar tax 
treatment is to be given, it is extremely 
important that the lessor-vendor re- 
ceive no evidence of indebtedness other 
than the contracts. Contrary tax treat- 
ment will result if notes, bonds or 
other evidence of indebtedness are 
given. 

The Cowdens undoubtedly received 
substantial tax benefits from these sales 
of the bonus contracts. If they had re- 
tained the bonus contracts and col- 
lected the proceeds thereunder, they 
would have been subject to tax at 
ordinary income tax rates after the de- 
duction for depletion. As a result of the 
sale, the proceeds were subject to tax 
at the capital gains rate, with no de- 
duction for depletion. An adherence to 
the rule of the Cowden case may re- 
sult in substantial tax savings to tax- 
payers if the basic facts are in accord 
with the facts in that case. 

We can be assured that the Cowden 
decision is not accepted by the Internal 
Revenue Service even though it was 
settled on joint stipulation by the par- 
ties prior to going up on appeal. The 
Service will probably continue to insist 
that if you transfer your right to the 
installment bonus, you anticipate in- 
come and it is analogous to the sale of 
an oil payment carved out of your 
working interest. It seems to me that 
the Cowden decision has considerable 
merit because the bonus installments 
were payable unconditionally and can 
be looked upon as property rights, 
separate and apart from the royalty. 
Here, as in numerous other instances, 
tax counsel might well consider mat- 
ters of tax policy as well as technical 
rights before advising the client to 
adopt the Cowden decision. 





Notice to subscribers .. . 
WHEN ASKING us to change the 
address to which your Journal 
of Taxation is to be sent, always 
send us both the old and the new 
address. Notice of change must 
reach us by the 15th of the month 
preceding the month it is to take 
effect. 
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INCOME TAXATION OF 


Trusts & Estates 


EDITED BY FERDINAND J. WOLF, LLB. 


Advantages to executor of advising 


Commissioner of taking over estate 


HOW MANY EXECUTORS send in Form 56 
to the Commissioner as soon as pos- 
sible after they take over the estate of 
a decedent? Not many; yet, every one 
who does not runs the risk of sur- 
charge for income tax penalties or 
losses incurred because of his neglect 
to do so. 

Alfred T. Capps in his analysis of 
this problem in the University of Illi- 
nois Law Forum (1953, No. 4, p. 565) 
last fall summed up the facts well when 
he said, “The first statutory require- 
ment is that the executor notify the 
Commissioner of the establishment of 
the fiduciary relationship (Int.Rev. 
Code,Sec.312(a)). This should be done 
promptly. Later on the executor may, 
if he chooses, accelerate the determina- 
tion of his income tax liabilities by in- 
voking Code Section 275 (b). 

“The sole purpose of this notice is to 
inform the Commissioner that the exe- 
cutor is now the proper representative 
of the decedent and his estate and that 
he is the person entitled to receive 
notice of the imposition of a tax against 
the person whom he represents. Fur- 
ther, it both facilitates the assessment 
and collection of the tax and affords 
the executor the opportunity of con- 
testing any liability that may arise 
upon audit. The Regulations provide 
that after such notice is given the fi- 
duciary shall assume the powers, rights, 
duties and privileges of the taxpayer 
for whom he acts and thereupon the 
Commissioner will deal directly with 
him. 

“This notice must state the name and 
address of the person for whom the 
fiduciary is acting and the nature of 
the liability of such person. Proper 
evidence of the fiduciary’s authority to 
act, such as a certified copy of letters 
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testamentary should be filed with, and 
made a part of, the notice. 

“This notification, of course, is only a 
preliminary step in the determination 
of tax liabilities, but it would appear to 
be an essential one if the question 
should ever arise as to whether every- 
thing was done that a diligent executor 
should do.” 


The Treasury’s instructions. The 
Treasury provides Form 56 for the pur- 
pose, which states in part: “This notice 
is given with respect to the income tax 
liability of the [decedent (or settlor, in 
case of an intervivos trust)] for the 
taxable year(s) ended .” It is best 
not only to mention specifically the 
years for which returns were not 
examined, but also to include some 
general statement, such as “and with 
respect to his liability for Federal in- 
come taxes for such other years for 
which such taxes may still be assessed 
and with respect to any and all other 
taxes to which Sec. 312 (a) of the In- 
ternal Revenue Code is applicable and 
for which the decedent (or settlor) 
may have been liable.” In any event 
designate specific years so as to come 
within the statutory formula. Caveat: 
Be sure to set forth all addresses from 
which the indicated returns were filed. 





Mechanics are simple 

The notice must be signed but need 
not be verified, acknowledged or at- 
tested. Only a single copy need be 
filed. Better send it by registered mail, 
return receipt requested, or, enclose a 
duplicate with a request to stamp and 
return it in a self-addressed envelope. 

Incidentally, notice of fiduciary re- 
lationship with respect to estate taxes 
and gift taxes are separate matters 
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covered by Sections 901 (a) and 1026 
(a) of the Code, respectively; and they 
should be sent separately, too. 


Why send the notice of fiduciary re- 
lationship? The Code imposes no af- 
firmative duty to do so. There is no 
penalty for failure to give notice under 
the statute or regulations. The reasons 
for doing so are (1) to avoid possible 
detriment to the estate or trust and 
(2) to protect the fiduciary against lia- 
bility and surcharge for neglect. 

Upon giving the notice, the Code 
provides that the “fiduciary shall as- 
sume the powers, rights, duties and 
privileges of the taxpayer (except as 
otherwise specifically provided and ex- 
cept that the tax shall be collected 
from the estate of the taxpayer), until 
notice is given that the fiduciary ca- 
pacity has terminated.” 

Regulation 118, Sec. 39.312-1, spells 
out what can happen if, before notice 
of fiduciary relationship is filed, the 
Commissioner sends a deficiency notice 
to the decedent at his last known ad- 
dress — with no knowledge whatsoever 
on the part of the fiduciary: “In such 
a case the sending of the notice [of de- 
ficiency] to the last known address of 
the taxpayer... will be sufficient 
compliance with the requirements of 
the Internal Revenue Code, even 
though such taxpayer . . . is deceased, 
or is under a legal disability . . .”, and 
assessment may be made if no pe- 
tition to the Tax Court is filed within 
90 days after the deficiency notice, ir- 
respective of blissful ignorance on the 
part of the executor or other fiduciary. 


Notice of termination also required. 
Notice of termination of fiduciary re- 
lationship is also necessary and ad- 
visable, even where Form 56 has not 
been filed and the Commissioner has 
had only informal or oblique notice of 
the relationship, when a fiduciary dies, 
resigns or is discharged. Otherwise the 
Commissioner may rely on continuing 
authority of the fiduciary and the fi- 
duciary may find himself involved in 
tax matters long after he has actually 
departed from the picture. 

Certainly, a successor or substitute 
fiduciary should see to it not only that 
a notice of termination of fiduciary re- 
lationship has been filed by his prede- 
cessor but also that there is a new 
notice of fiduciary relationship filed to 
show the succession or substitution. 

There is no official form of notice of 
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termination of fiduciary relationship, 
and a simple letter form spelling out 
the facts is sufficient. So also with a 
notice of succession or substitution of 
fiduciaries. 

Under the statute, as defined by the 
regulations, “fiduciary” includes a 
guardian, trustee, executor, adminis- 
trator, receiver, conservator or com- 
mittee. 


References: I.R.C. Sections 311(e), 
312, 901, 1026; 3797 (a) (6) and 930 (a), 
defining “fiduciary”; Hulburd v. Com- 
missioner (1935) 296 U.S. 300, 56 S. Ct. 
197; Olsen v. Helvering (1937 CCA 2) 
88 F(2d) 650; Estate of James H. 
Snowden Par 47, 231, 1947 P-H Memo 
T. C., Sanborn v. Helvering (CC A-8) 
108 F(2d) 311; Fidelity Trust Co. v. 
Commissioner (1944 CCA 3) 141 F(2d) 
54; U.S. v. Fisher (1944 D.C.E.D. Mich) 
57 F. Supp 410; William B. Weigel 
(1936) 34 B.T.A. 237; Fletcher Trust 
Co., Trustee (1943) 1 T.C. 798. 


Splitting trust into shares does 
not require physical division 
SEPARATE TRUSTS were held created by a 
will which directed the division of the 
principal as well as the income into 
four separate shares for the respective 
life beneficiaries; there was no ne- 
cessity for a provision requiring physi- 
cal division of the assets, Henry K. Mc- 
Harg, III, et al, Trustees (2nd Cir.), 
affirming D.C.D.Conn. The court em- 
phasized that each trust consisted of a 
share which had its own distinct life 
beneficiary and trust term; there was 
nothing in common among the four 
trusts requiring taxing of their com- 
bined income as a single entity. 


New decisions ‘ 

TRUST INCOME NOT TAXED TO GRANTOR. 
Circuit Court reverses the Tax Court 
and holds a father not taxable on in- 
come from stock representing 35% of 
company which he put in trust for his 
children, but which continued to be 
registered in his name. The Circuit 
Court found the reason for the un- 
changed registration was the insistence 
of the 50% stockholder, which held 
purchase options on the stock. Since 
the father would be subject to suit if 
he did not vote the stock in the in- 
terests of the beneficiaries, he did not 
have unfettered control. Richards v. 
Comm., CA-5, 5/26/54. 


NEW DEVELOPMENTS IN 
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Substantial unemployment insurance 


changes in Michigan 


Two RECENT ACTS PASSED by the Mich- 
igan Legislature have resulted in dras- 
tic changes in the State Unemployment 
Insurance Law. These changes contain 
advantages for employers, employees, 
and for the economy of the State. 


Effect on employers 

The Act provides for a new type of 
experience rating, applying the reserve 
ratio principle. A rating account is set 
up for each employer as of June 30, 
1954. At that date this rating account 
will represent the employer’s initial 
balance composed of the net amount 
of the employer’s contributions and 
benefit charges for prior years. In some 
instances, this initial balance may be a 
negative figure. 

Once the rating account is set up, a 
rating account percentage is deter- 
mined by dividing the balance in the 
individual employer’s rating account by 
the wages paid by him during the 
twelve months preceding June 30th. 
The employer’s rating account per- 
centage then determines his contribu- 
tion rate for the calendar year follow- 
ing the determination date based upon 
either of two schedules of rates written 
into the law. One schedule of rates 
which ranges from 0.5% to 4% applies 
if the fund balance percentage (balance 
of the fund divided by the total wages 
paid by all employers during twelve 
month period) is under 7.5%. The other 
rate schedule, ranging from a low of 
0.1% to a high of 3.7%, applies if the 
fund balance percentage is 7.5% or 
more. These rates represent a drastic 
change from the prior act since Mich- 
igan formerly had a low contribution 
rate of 1% and a high of 4%. Under 
the prior law many employers were 
paying very substantially more in taxes 


than their terminated employees were 
receiving in benefits. Estimates indi- 
cate that with the amended law some 
15,000 employers, predominately from 
the ranks of small business, will re- 
ceive contribution rates of less than 1%. 

With these amendments Michigan be- 
comes the 21st state that permits em- 
ployers to make voluntary contribu- 
tions to their rating accounts in order 
to secure a higher rating account per- 
centage. Such voluntary contributions 
must be made within 30 days after the 
Commission’s mailed notification of 
contribution rate to the employer and 
once made will be irrevocable. 


Solvency account created 

The amended law creates a solvency 
account quite similar to the emergency 
account set up in the New York State 
Law in 1951. (This solvency account is 
credited with interest received on the 
fund, with balances remaining in em- 
ployer rating accounts after they have 
ceased to be subject to the act and with 
recoveries of benefits improperly paid 
to claimants. The greater part of the 
charge to this account results from 
negative balances of employer accounts 
and with benefits determined to have 
been improperly paid to claimants.) 
Beginning with the calendar year 1957, 
emergency contributions to this solv- 
ency account will be required when 
such account falls below $25 million at 
the close of any calendar year. The 
amount of emergency contributions 
ranges from 0.1% to 0.5% depending 
upon the amount required to bring the 
solvency account up to the $25 million 
minimum. Thus it is possible for some 
employers to have an annual contribu- 
tion rate of 4.5%. This situation would 
exist if the higher schedule of rates 
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were in effect and an emergency con- 
tribution of 0.5% was needed simul- 
taneously. While providing for replen- 
ishment of this solvency account the 
law also places a ceiling on it. The 
maximum amount in the account is not 
to exceed $55 million. Any excess in 
the account over this amount will be 
transferred to the various employer’s 
rating accounts, thereby helping to in- 
crease his rating account percentage 
and decrease his contribution rate. 


Provision for negative balances. Earlier 
it was stated that some of the initial 
balances set up in employer rating ac- 
counts may be negative amounts. In 
such cases the law provides that the 
negative balance is to be transferred to 
the solvency account, and such em- 
ployer’s rating account will be zero. 
Then in the absence of a voluntary 
contribution, such employer will be re- 
quired to have a rate of not less than 
2.7% for the next three calendar years. 
Lastly the law limits the increase that 
can be made in an employer’s rate in 
any one year. For the first two years 
under the new law, that is, 1955 and 
1956, his rate cannot be more than % 
of 1% higher than his rate in the pre- 
ceding year. After 1956 the maximum 
increase in any one year is limited 
to 1%. 

There is one aspect of the law which 
seems to be against the trend for cov- 
erage of all employers. This law ex- 
tends coverage to employing units hav- 
ing six or more employees. The general 
trend which is being encouraged by 
pending Federal Legislation is to pro- 
vide coverage for employers of one or 
more. This provision was in the Mich- 
igan Law but the legislators saw fit to 
eliminate it. 


New benefits for employees 

The maximum duration of benefits is 
extended to 26 weeks rather than 20 
weeks as formerly prevailed. Weekly 
benefits have been substantially in- 
creased. Claimants without dependents 
will receive weekly benefit amounts 
ranging from a low of $10 a week to a 
high of $30 per week as compared with 
the former amounts of $6 to $27. For 
those with dependents the weekly 
benefit range is now $10 to $42 as com- 
pared with $7 to $35 formerly. 


Definition of “dependent” broadened. 
The definition of dependent has been 
substantially liberalized. Whereas in 
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the past higher unemployment insur- 
ance benefits were allowed only for 
dependent children, the new law in- 
cludes in the definition of dependents, 
parents, brothers and sisters and other 
individuals for whom the claimant has 
been the principle support. These 
changes are certainly an innovation in 
unemployment insurance laws. It will 
be very interesting to observe the pro- 
cedure for administering this expanded 
coverage. Without caubt these pro- 
visions will require careful attention 
from both employers and the Commis- 
sion in order to properly verify de- 
pendency claims. It is estimated that 
Michigan’s average benefit check under 
the 1954 amendment will be more than 
$2.50 a week greater than the next 
highest average payment in any other 
state. 


Changes in eligibility. Numerous 
changes have been made in determin- 
ing a claimant’s eligibility for benefits. 
First of all, it is now required that in 
order to establish a benefit year a 
claimant must have earned wages in 
excess of $15 per week during 14 weeks 
of his base period; that is, the fifty-two 
weeks immediately preceding his filing 
of a claim for benefits. While the law 
continues to provide for a one week 
waiting period, a provision has been 
added similar to one in effect in New 
Jersey which provides that if a claim- 
ant begins full-time work within four 
weeks after being laid off from prior 
employment, he will then be paid for 
the one week waiting period. 


Disqualifications. As to disqualification 
the following changes have been made: 

(a) An employee is no longer con- 
sidered unemployed during any leave 
of absence granted by the employer at 
the individual’s request, his Union’s re- 
quest, or as required by law. 

(b) Claimants receiving pension 
payments from other than a govern- 
mental source will have such pension 
payments deducted from their weekly 
benefits, provided the employer charge- 
able with such benefits has contributed 
to such pension payment or the retire- 
ment plan from which such payments 
are made. 

(c) Receipt of back-pay awards and 
retroactive pay will be considered as 
remuneration in determining first of all 
whether the claimant is unemployed 
and in determining his benefit rate. 

Two disqualification provisions have 
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been liberalized. In the case of unem- 
ployment due to pregnancy a claimant 
who obtains a leave of absence from 
her employer and applies for reinstate- 
ment at the termination of such leave 
will be disqualified only during the 
period of the leave rather than for the 
duration of her unemployment as 
formerly applied. Whereas disqualifica- 
tion for disciplinary lay-off or suspen- 
sion formerly existed for the duration 
of the claimant’s unemployment, now 
such disqualification is limited only to 
the period of the disciplinary lay-off or 
suspension. 

A new disqualification is written into 
the law which applies for the duration 
of a claimant’s unemployment. The 
claimant is disqualified if he fails with- 
out good cause to report to his former 
employer within a reasonable time 
after notice from said employer for an 
interview concerning available, suitable 
work with said former employer. 


“The highest benefits . . .” 

In a report of the 1954 amendment to 
the Michigan Employment Security 
Act, prepared by Representative Harry 
Hermann, Chairman of the Committee 
on Labor of the Michigan House of 
Representatives and Senator James 
Teahen, Chairman of the Committee on 
Labor of the Michigan State Senate, it 
is stated —“Under the 1954 amend- 
ments, Michigan will pay the highest 
benefit in the country. The maximum 
duration of benefit protection will be 
as long as in any other state. The new 
merit rating plan will be the most ad- 
vanced in the country. The administra- 
tive procedures under the amendment 
will be both effective and efficient. 
Loop holes for waste and abuse have 
been closed. 

“Michigan will be proud of its em- 
ployment security act under the 1954 
amendment.” 

The authorities in all states will 
watch developments under this new 
law with a great deal of interest in the 
months ahead. 


New changes in state 


unemployment insurance laws 
New York. Contributions paid more 
than 60 days after the due date are 
now credited to the general accownt 
rather than to the employers individual 
account. No longer are rate determina- 
tions withheld from delinquent em- 
ployers. 
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Catrrornia. A claimant qualifies for 
benefits if he has $750 in base period 
earnings and 75% of such earnings are 
in one quarter. Furthermore in the case 
of claims filed after July 1, 1954, wages 
in excess of $3,000 paid in a year may 
be included in the benefit computation. 
This was accomplished by providing 
that “remuneration” as used in de- 
termining weekly benefit amount 
“means taxable wages as well as wages 
which would be taxable except for a 
$3,000 limitation on taxable wages.” 


Micuican. See article on page 41. 
Mississippi. Effective July 1, 1954, a 


claimant who has left work voluntarily 
or who has been paid maximum bene- 
fits in a benefit year cannot claim 
benefits until he has earned additional 
remuneration equal to at least 8 times 
his weekly benefit amount. 


Do you, the employer, get 


proper notices from the state? 
MANY INTERESTING CASES set out the 
employer’s right of notification in un- 
employment insurance claims. One of 
the latest involved a case in the 13th 
Judicial Circuit. In this case the West 
Virginia employer raised no question 
as to the claimant’s eligibility or avail- 
ability. The Department paid benefits 
to the claimant without rendering an 
initial determination and charged such 
benefits to the employer’s account. The 
Court said this is wrong. An employer’s 
account may not be charged unless he 
receives the initial determination. 

This, of course, brings to mind the 
now famous Todd Shipyard Company 
case in Texas which is continuing to 
cause the Texas Employment Commis- 
sion many anxious moments. 

In this case the Todd Shipyards 
Corporation received a favorable judg- 
ment on July 17, 1952 from the 53rd 
District Court of Travis County, Texas. 
The Todd Company had filed suit for 
refund based upon three premises, 
namely: 

a. That no charge could be made le- 
galiy against its account when it was 
not given a copy of the initial claim 
filed by one of its ex-employees. 

k. That even when it was given a copy 
of the initial claim there could be no 
legal charge-back made when it was 
not given a copy of the initial de- 
termination. 

c. That even though it received both a 
copy of the claim and a copy of the 


initial determination no legal benefit 
wage charge could be made when such 
initial determination did not indicate 
“the date on which benefits were to 
commence”, 

On March 25, 1953 the Court of Civil 
Appeals, Third Supreme Judicial Dis- 
trict of Texas, reversed the decision of 
the District Court of Travis County 
and rendered judgment “That appellee 
take nothing by its suit”. This decision 
was appealed to the Texas Supreme 
Court and in a decision rendered De- 
cember 9, 1953, that Court held that the 
Todd Company was entitled to a refund 
of taxes based on those claims spelled 
out in item a above; but as to items b 
and c the Court held that while there 
was no strict compliance with the stat- 
ute the employer had been sufficiently 
notified to enable it to protect its right 
without prejudice and therefore was 
not entitled to a refund. Thus as to 
item a above, the decision of the Court 
of Appeal was reversed. Both parties 
applied to the Texas Supreme Court 
for a re-hearing and on March 10, 1954 
the Court over-ruled both motions 
thereby making the decision final. 

The Texas Employment Commission 
is now faced with a very difficult task 
of revising employer accounts and con- 
tribution rates in accordance with the 
dictates of this decision. 

We understand that before any fur- 
ther action can be taken several im- 
portant questions must be answered by 
the Attorney General of Texas as well 
as by the Federal Department of Em- 
ployment Security in Washington. Fur- 
thermore, it is necessary for the Texas 
Employment Commission to secure a 
special appropriation for administrative 
funds before beginning the tremendous 
amount of clerical work involved in 
handling employer’s applications for 
refund. 


Misconduct dismissal 


won’t stick when long delayed 

MANY EMPLOYERS HAVE had trouble 
where an employee was found violat- 
ing company rules but for one reason 
or another the employer found it inex- 
pedient to terminate the guilty em- 
pleyee at such time. Invariably when 
such employee is terminated weeks or 
months later, the employer finds that 
he is not successful in establishing the 
misconduct as a reason for termination. 
The passage of time between the rule 
violation and the termination of em- 


ployment is invariably interpreted as 
representing forgiveness on the part of 
the employer for the guilty act of the 
employee. Furthermore, the passage of 
time makes it more difficult to conclude 
that the rule violations are the real 
reason for the discharge. This was re- 
cently emphasized in a decision in 
South Dakota. The decision stated in 
part—“The Commissioner is of the 
opinion that in order to avail himself 
of the misconduct provision of the em- 
ployment security law, an employer 
must discharge the claimant imme- 
diately upon the occurrence of the mis- 
conduct or immediately when the 
employer has learned of the miscon- 
duct...” 


Recent decisions on vacation, 


unemployment benefits 

SUMMER IS HERE and many vacationers 
are going to apply for unemployment 
insurance benefits. Are people on vaca- 
tion entitled to receive unemployment 
insurance benefits? The answers are 
many and varied, depending upon the 
circumstances in each case. Here are 
three recent decisions of particular 
interest: 


Onto — Benefits disallowed for period 
covered by vacation pay. 


Connecticut — Vacation pay was 
given to employees from an employer 
financed but Union administered fund. 
Recipient was held to be ineligible for 
unemployment benefits. 


PrenNsYLVANIA — A claimant is not en- 
titled to receive unemployment insur- 
ance benefits for the same period of 
unemployment during which he re- 
ceives vacation pay. In this particular 
case the claimant was given three 
weeks of pay for two weeks of vacation, 
and a lay-off followed the vacation 
period. The Board of Review held that 
one-third of the vacation pay was re- 
quired to be allocated as wages re- 
ceived during the first week of the 
lay-off; that is, the third week of 


unemployment. 


New Revenue Ruling 

UsE OF WITHHELD TAXES. 100% penalty 
should be assessed when taxes with- 
held from employees are knowingly and 
intentionally used to pay operating ex- 
penses of business. Rev. Rul. 54-158. 
IRB 1954-19, 10. 
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MANAGEMENT OF THE 


Professional tax practice 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 


Bar Association blasts accountants 


on Treasury practice rule 


THE AMERICAN BAR ASSOCIATON Journal 
headlined an unsigned article in its 
June issue “Accountants Ask Federal 
License to Engage in What Would Be 
Unauthorized Practice under State 
Law”. The Bar Journal then goes on 
to say: 

“In connection with the pending re- 
vision of Treasury Department Circular 
230, the American Institute of Account- 
ants has proposed that the Treasury 
Department should grant the account- 
ants a federal license to engage in 
what would constitute the unauthorized 
practice of law in various states of the 
Union. Thus it is proposed that an ad- 
ministrative fiat of the Commissioner 
of Internal Revenue should overrule 
state statutes and decisions for the pur- 
pose of permitting accountants to en- 
gage in acts which are now prohibited 
to them as the practice of law. 

“For many years Treasury Depart- 
ment Circular 230 has had a proviso 
that an enrolled ‘agent’, or non-lawyer, 
shall not have the privilege, by virtue 
of being admitted to practice before 
the Treasury Department, of drafting 
legal instruments or advising as to the 
legal sufficiency thereof. It has also 
long contained the following provision: 


That nothing in the regulations in 
this part shall be construed as au- 
thorizing persons not members of 
the bar to practice law. 


The accountants have proposed that 
both these provisos be omitted. They 
object to them on the ground that they 
prohibit accountants from engaging in 
practice before the Treasury Depart- 
ment to the extent that the particular 
acts involved ‘happen to be held to con- 
stitute the practice of law in the par- 
ticular state in which he does them’, 
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The accountants further say ‘we be- 
lieve further that the practice of law 
is defined by the courts of certain 
states so broadly as to include almost 
anything that an enrolled agent might 
do in the representation of his client 
before the Treasury Department’. By 
eliminating the provisos described, the 
accountants expect to obtain a federal 
license to do what various state laws 
now forbid.” 

The piece concludes with the ob- 
servation that “The present Commis- 
sioner of Internal Revenue, T. Cole- 
man Andrews, is a former President of 
the American Institute of Accountants.” 


Accountants’ position not so simple 


We can hear the hackles of the ac- 
countants rising from Bangor to San 
Diego as they read this language. As 
the struggle for preemptive rights to 
practice in taxation grows more bitter, 
it becomes apparent that lawyers and 
accountants each are arguing from a 
position which seems to each to be 
eminently fair and fully justified by 
experience and the folkways which 
have grown up around the conduct of 
each group in the past. Accountants we 
have interviewed on this question feel 
that the present Bar Association ex- 
pression is rather more hostile and pa- 
rochial than has been the case in the 
past with the Bar Association itself, 
and that this action approaches the 
more extreme position of the unau- 
thorized practice of law committees of 
the Bar. 

It is reported that the House of Dele- 
gates of the Bar instructed a special 
committee to oppose any changes in 
Circular 230 which could possibly be 
taken to mean that non-lawyers were 
authorized to practice law. This, of 
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course, is the rub: the lawyers claim 
the work in question is the practice of 
law, the accountants say it is the prac- 
tice of accountancy. The American 
Institute of Accountants, who has gen- 
erally spearheaded the expression of 
opinion on behalf of the accountants, 
has never advocated that accountants 
be permitted to practice law. As John 
Carey, Executive Director of AIA, 
pointed out in his column in the AIA 
membership bulletin a few months ago, 
“The Institute has gone on record, 
clearly and officially, to the effect that 
CPAs should not: 

“1, Prepare legal documents, such as 
agreements, conveyances, trust instru- 
ments, wills, or corporate minutes, or 
give advice as to the legal sufficiency 
of such documents. (A CPA properly 
may draft sections of such documents 
dealing with accounting matters for 
review by counsel—but the point is 
that the CPA should not take any re- 
sponsibility for the legal validity of 
such documents.) 

“2. Take the necessary steps to 
create, amend or dissolve a partner- 
ship, corporation, trust, or other legal 
entity. 

“3. Advise a client on choice of legal 
remedies — that is, which court it’s best 
to try the case in. 

“4, Describe himself as ‘tax con- 
sultant,’ or by any similar phrase that 
might permit the inference that he 
dealt with all aspects of taxation, in- 
cluding legal problems. 

“5. Advise on, or deal with, legal 
matters generally.” 

He concludes by advising AIA mem- 
bers, “Shoemaker, stick to thy last”. 

The National Society of Public Ac- 
countants which generally is the most 
frequently heard spokesman for the 
non-certified accounts, takes a position 
similar to that of the Institute. 


The case for federal control 


A good statement of the case for 
federal control of tax practice was 
made in the brief of the California 
Society of CPAs, as amicus curiae in 
the case of Agrah v. Shapiro. (For 
facts in case, see page 45.) The brief 
says this. 

No proper determination can be 
made in this case without an examina- 
tion of the nature and extent of the 
state and federal authority or license 
under which respondent performed the 
services in question. .. . The state sta- 
tute (Sec.5061,Div.3,Ch.1,Art.5 of the 
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Bus. and Prof. Code) is silent on the 
extent of the license granted to certi- 
mean that preparation of income tax 
returns for compensation constitutes 
the practice of accountancy. 

The extent of the federal license is 
somewhat more specific. The scope of 
practice before the Department is de- 
fined as follows: 

“Practice before the Treasury De- 
partment shall be deemed to compre- 
hend all matters connected with the 
presentation of a client’s interests to 
the Treasury Department, including the 
preparation and filing of necessary 
written documents, and correspondence 
with the Treasury Department relative 
to such interests. Unless otherwise 
stated, the term “Treasury Department’, 
as used in this paragraph and else- 
where in this part, includes any di- 
vision, branch, bureau, office, or unit 
of the Treasury Department, whether 
in Washington or in the field, and any 
officer or employee of any such di- 
vision, branch, bureau, office or unit.” 
(Code of Federal Regulations, Sec. 
10.2(b), Tit. 31, Subtit. A, Part 10.) 

Section 10.2(f) of the code provides: 

“An agent enrolled before the Treas- 
ury Department shall have the same 
rights, powers and privileges and be 
subject to the same duties as an en- 
rolled attorney: Provided, that an en- 
rolled agent shall not have the priv- 
ilege of drafting or preparing any 
written instrument by which title to 
real or personal property may be con- 
veyed or transferred for the purpose of 
affecting Federal taxes, nor shall such 
enrolled agent advise a client as to the 
legal sufficiency of such an instrument 
or its legal effect upon the Federal 
taxes of such client; and provided fur- 
ther, that nothing in the regulations in 
this part shall be construed as author- 
izing persons not members of the Bar 
to practice law.” ... 

Counsel for the appellant apparently 
construes the general prohibition 
against the “practice of law” in section 
10.2(f) as establishing the illegality of 
the type of services rendered by the re- 
spondent. We submit that such a con- 
struction would render senseless both 
the broad delegation of authority to an 
enrolled agent and the specific excep- 
tions as to the instruments of title and 
their effect on taxation. It is obviously 
against the clear intent of Part 10 of 
Subtitle A of Title 31 of the Code of 
Federal Regulations, which is to put 
enrolled attorneys and enrolled agents 


on precisely the same basis as to com- 
petence, authority and responsibility. 
The restriction was clearly a catch-all 
clause designed to prevent enrolled 
agents from holding themselves out as 
general attorneys; to limit the au- 
thority granted as enrolled agent to the 
precise field of federal income taxation 
and to prevent unauthorized enlarge- 
ment, by innuendo or otherwise, of the 
license to fields of law other than fed- 
eral taxes which would be clearly be- 
yond the power of intention of the de- 
partment to regulate. 

It is inconceivable that the Treasury 
Department with its detailed regula- 
tions regarding the admission and dis- 
cipline of all enrolled agents and at- 
torneys, would intend that each of the 
forty-eight states could superimpose its 
own qualifications as to the nature and 
extent of Treasury Department licenses 
or as to the fitness of its licensees. 


The client’s argument 


In replying to the amicus curiae 
brief of the California Society of CPAs 
in this case, the appellant’s (client’s) 
brief quotes the language of Treasury 
Department Circular 230, “Nothing in 
the regulations in this part shall be 
construed as authorizing persons not 
members of the bar to practice law.” 
The following quotation seems gen- 
erally to set forth the view of the 
lawyers on this point. 

“Appellants argue that the only rea- 
sonable meaning that can be attached 
to those simple words is that the states 
have been specifically given the au- 
thority to just what the appellants 
herein argue the Court should do: de- 
termine that the services rendered by 
plaintiff were attorney services, and 
reverse the judgment herein. The point 
is that the Treasury Department regu- 
lation quoted above prohibits the un- 
lawful practice of law, just as do the 
laws of the states, and the Treasury 
Department in the regulation was doing 
its best to say so. The language and its 


meaning could not be clearer had the 
regulation ended with the words: “The 
Treasury Department does not wish to 
trample upon state laws regulating the 
practice of law. We do not define the 
phrase ‘practice of law’. That is for the 
state to do.” 

“The Treasury Department was 
clearly aware of the danger to ac- 
countants practicing law before it; that 
is, ‘practicing law’ as understood and 
defined by state laws and courts. It is 
elementary that words in a statute must 
be construed to have meaning and 
effect. Obviously the Treasury Depart- 
ment did not wish accountants to prac- 
tice law before it, regardless of whether 
they hold Green Cards, White Cards or 
polka dotted ones. Inasmuch as the 
Federal Government does not define 
the phrase ‘practice of law’, it must be 
the duty of the states to do so. Thus 
the authorities cited by the Amicus 
Curiae upon the subject of interference 
with Federal authority are not in point; 
and no amount of clever and ingenious 
argument can twist the meaning of 
simple English.” 

The same rather hopeless point at 
issue runs through the brief of the Bar 
Association as amicus curiae in the 
Agran case. They say “Nor does a CPA 
become entitled to practice law or ‘tax 
law’ by virtue of his admission to prac- 
tice before the Treasury Department as 
an ‘agent’. The terms of admission ex- 
pressly provide that he shall not draft, 
or advise as to the legal or tax effect of, 
certain written instruments transferring 
title to real or personal property.” In 
answer to which, (to sum up the argu- 
ment), any accountant would say, so 
what? “We are not practicing law. The 
tax work we are doing is a necessary 
element of accounting work, without 
the doing of which tax liability could 
not be determined, books could not be 
closed, and we could not render an 
opinion on the statements, or do any 
other of the necessary work in the 
practice of accountancy.” 





CPA loses unauthorized practice of law 
case; appeal may go to U. S. Supreme Court 


IN HOLDING THAT REUBEN AGRAN, a Los 
Angeles CPA, was guilty of the un- 
authorized-practice-of-law in connec- 
tion with federal income-tax work 
done for a client, Judge Patrosso of 
the Appellate Department of the Cali- 


fornia Superior Court paved the way 
for appeal on constitutional grounds 
to the United States Supreme Court. 
We understand that the accounting 
profession is seriously considering 
backing such an appeal. 
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Judge Patrosso’s opinion, which is 
printed in full below, is a careful, 
thoughful and extensive analysis of 
the question of what is the practice 
of law in connection with taxation. 
The opinion is dated June 14, 1954. 
(Agran v. Shapiro, Appellate Depart- 
ment, of the Superior Court, County 
of Los Angeles, State of California; 
Superior Court No. Civ A 8212, Trial 
Court No. 19,843. Appeal by defend- 
ents from a judgement of the Munici- 
pal Court of the Los Angeles Judicial 
District, Kenneth L. Holaday, Judge. 
Judgement reversed.) 


The opinion 


Plaintiff instituted this action to re- 
cover the sum of $2000 for what his 
complaint denominates as “accounting 
services” rendered to the defendants, 
and from a resulting judgment in favor 
of the plaintiff for the amount sued for, 
defendants appeal. 

Plaintiff is a certified public account- 
ant practicing his profession in the city 
of Los Angeles, and admitted to prac- 
tice as an agent before the Treasury 
Department of the United States. He is 
not, however, a member of the bar, and 
the question presented is whether the 
services in question or some portion 
thereof constitute the practice of law 
and for which he is not entitled to re- 
cover. The evidence discloses that in 
1948 plaintiff was retained by the de- 
fendants as an accountant and auditor 
for a corporation, Motor Sales of Cali- 
fornia, Inc., which was owned or con- 
trolled by them, and also for the prep- 
aration of defendants individual income 
tax returns. We are not concerned with 
the services rendered by plaintiff to the 
corporation, but only with those per- 
formed for the defendants as individ- 
ual income tax returns. We are not con- 
cerned with the services rendered by 
plaintiff to the corporation, but only 
with those performed for the defend- 
ants as individuals. These consisted of 
the preparation of their Federal in- 
come tax returns for each of the years 
1947 to 1950, inclusive, as well as their 
estimated return for 1951 and other 
services related thereto as hereinafter 
set forth. 

In the preparation of the joint return 
of the defendants for the calendar year 
1948 plaintiff claimed as a deduction a 
loss in the sum of $43,260.56, which was 
incurred in this manner: defendants 
were the owners of a building in the 
city of Los Angeles which, under date 
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of July 19, 1946, they had leased to one 
Pritchard, a dealer in used automobiles, 
for a fixed rental of $1500 per month, 
plus 5 per cent of the net profits from 
lessee’s operations in the demised 
premises. This lease, on November 5, 
1947, was amended or superseded by a 
new agreement under which the rental 
to be paid was $1500 per month, plus 5 
per cent of the profits from lessee’s op- 
erations upon the demised premises, 
as well as of the profits derived from 
four other used-car lots operated by 
the lessee at other locations, in consid- 
eration of which defendants agreed 
with the lessee that they would, and 
did, guarantee the Bank of America 
against loss upon all “used cars 
financed by and contracts discounted 
with the” bank by the lessee. As part 
of this agreement the defendants 
agreed to, and did, deposit with the 
bank the sum of $115,000 in cash to se- 
cure their guaranty. The lessee there- 
after became financially embarrassed, 
with the result that on December 14, 
1947 the bank foreclosed against the 
lessee, and defendant’s deposit was re- 
tained by it to cover any losses which 
it might sustain as the result of the 
bank’s transactions with the lessee, and 
as of December 31, 1948 the bank had 
charged defendants’ deposit with losses 
totalling the sum of $43,260.56, the 
amount claimed as a deduction in the 
1948 return, as previously stated. 
[Sideheads supplied. Ed.] 


The carry-back transaction 


Following the preparation by plain- 
tiff of the defendants’ 1948 return, the 
exact date not appearing, plaintiff pre- 
pared and filed on behalf of each de- 
fendant a separate “application for 
tentative carry back adjustment” (In- 
ternal Revenue Code, sec. 3780, 26 
U.S.C.A. Cum. Pocket Part, p. 265) of 
the excess loss shown by the 1948 re- 
turn ($29,074.83) to the two preceding 
years, 1946 and 1947. The allowance of 
the adjustment requested in this appli- 
cation, if granted by the Commissioner 
of Internal Revenue, would have the 
effect of extinguishing defendants’ tax 
liability for the years 1946 and 1947 and 
as a result each of the defendants 
would be entitled to a refund (which 
they therein claimed) of the taxes paid 
for said preceding two years, in the 
total sum of $1804.65. While the record 
is somewhat obscure on this point, it 
appears inferentially at least that such 
applications were granted and each of 


July, 1954 


the defendants received a refund in the 
amount stated. 

For the preparation of the 1947 re- 
turn plaintiff charged and was paid the 
sum of $30.00. Plaintiff, however, sub- 
mitted no statement to the defendants 
for the preparation of the returns for 
the years subsequent to 1947 except 
insofar as a charge for such services 
may be included in the bill which he 
submitted to the defendants under date 
of March 31, 1952; to which reference 
will hereinafter be made. In explana- 
tion of this plaintiff testified that early 
in 1949 he advised the defendants “that 
he could not state what his fee at that 
time would be because as a matter of 
ordinary practice in the Bureau of In- 
ternal Revenue all tentative tax refund 
claims and income tax returns related 
thereto would be audited and investi- 
gated within three years from the date 
thereof by a revenue agent from said 
bureau, and therefore plaintiff would 
not be able to fix his accounting fee 
now but would charge defendants at a 
later date for the time and work involv- 
ed in preparing said tax returns, refund 
claim, subsequent returns related 
thereto and in conferring and discuss- 
ing said problem regarding this net op- 
erating business loss with revenue 
agent, and also would base said fee on 
any tax savings accomplished thereby.” 
It does not appear that plaintiff per- 
formed any services in connection with 
income tax matters for the defendants 
other than as stated, and seemingly no 
“problem” arose in connection with any 
of the previous returns until August, 
1951, at which time he received a call 
from Mr. Manson, a treasury agent, in 
regard to the 1949 return, in which 
there had been claimed as a deduction 
the unused portion ($7776.01) of the 
Pritchard loss sustained, as hereinbe- 
fore stated, in 1948. Several meetings 
were held between plaintiff and Mr. 
Manson, in the course of which the lat- 
ter stated that the so-called Pritchard 
loss did not qualify as a “net operating 
loss” and that as a result in re-com- 
puting the returns for 1946 to 1949, in- 
clusive, the defendants were subject to 
an additional assessment in the sum of 
$15,000. Plaintiff disputed this conten- 
tion of Mr. Manson, countering with 
the claim that the loss was a “net op- 
erating loss” which could be “carried 
back” and “that tax benefits and re- 
funds could be secured for the years 
1946 through 1950.” Plaintiff further 
testified that in his several conferences 
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with Mr. Manson he “cited him numer- 
ous cases” and “spent five days in the 
county law library and in his office 
reading tax services, cases, reports and 
decisions.” Again he testified that “he 
spent approximately four days in read- 
ing and reviewing over one hundred 
cases on the proposition of law in- 
volved.” As a final result of the confer- 
ences between himself and plaintiff, 
Mr. Manson stated that he would sub- 
mit a report recommending an addi- 
tional assessment of $6280, and such 
report was thereafter filed by him. At 
a later date another treasury agent, Mr. 
Stewart, was assigned to the case, with 
whom plaintiff met upon at least one 
occasion and had at least two telephone 
conferences. Following these confer- 
ences plaintiff was advised by Mr. 
Stewart that he was in agreement with 
plaintiffs contention but that he 
“wanted to talk to the defendant once 
more”; Mr. Stewart further stating that 
the assessment would be reduced from 
$6280 as recommended by Mr. Manson 
to $200, which latter amount would be 
assessed because of certain errors in 
the return unrelated to the matter of 
the loss in question. 


The CPA’s bill 


Some time later, in January or Feb- 
ruary, 1952, plaintiff was advised by 
Mr. Shapiro that he no longer needed 
plaintiff’s services, and at the same time 
was advised that Mr. Shapiro had sign- 
ed an agreement with Mr. Stewart clos- 
ing the matter. Following this, and 
under date of March 31, 1952, plain- 
tiff submitted a bill to the defendants 
in the sum of $2000 which reads as fol- 
lows: 

“To Professional Services Rendered: — 

“Conferences with revenue agent 
Edgar Manson re his examination of 
the income tax returns of Morris and 
Helen Shapiro for the years 1946, 1947, 
1948 and 1949. 

“Research of the problems involved 
and preparation of arguments to over- 
come the following proposed assess- 
ments of income tax: 


“1946 and 1947 Morris $1,804.65 
“1949 Helen 1,804.65 
2,671.29 


Total Proposed Assessment $6,280.59 

“Conference with conferee James A. 
Stewart and subsequent discussion of 
the questions involved by telephone, 
resulting in a reversal of all disputed 
items contained in revenue agent Man- 
son’s report. 


“Report submitted by conferee James 
A. Stewart resulted in a tax saving in 
excess of $6,000.00 and was cleared to 
the Collector of Internal Revenue on 
February 5, 1952. 

“Total due for services to date 
$2,000.00.” 


Defining the “practice of law” 


While courts have experienced diffi- 
culty in formulating a precise and all- 
embracing definition as to what con- 
stitutes the practice of law, the one 
generally accepted is that announced 
in Eley v. Miller, 7 Ind. Appeals 529, 
535, 34 N. E. 836, 837, and adopted by 
our Supreme Court in People v. Mer- 
chants Protective Corp. (1922), 189 
Cal. 531, 535, 209 Pac. 363, 365, as fol- 
lows: “as the term is generally under- 
stood, the practice of the law is the do- 
ing and performing services in a court 
of justice in any manner depending 
therein throughout its various stages 
and in conformity with the adopted 
rules of procedure. But in a larger sense 
it includes legal advice and counsel and 
the preparation of legal instruments 
and contracts by which legal rights are 
secured although such matter may or 
may not be depending in court.” (Em- 
phasis added.) See also People v. Calif. 
Protective Corp. (1926), 76 Cal. App. 
354, 359, 244 Pac. 1089, 1091; People v. 
Ring (1937), 26 Cal. App. 2d (Supp.) 
768, 771, 70 P. 2d 281, 283; People v. 
Sipper (1943), 61 Cal. App. 2d (Supp.) 
844, 846, 142 P. 2d 960, 962. However, 
whether a particularly activity falls 
within this general definition is fre- 
quently a question of considerable diffi- 
culty, and particularly is this true in 
the field of taxation where questions 
of law and accounting are frequently 
inextricably intermingled as a result of 
which doubt arises as to where the 
functions of one profession end and 
those of the other begin. Specifically, 
whether practice before an admin- 
istrative tribunal in tax matters con- 
stitutes the practice of law has been 
the subject of decisions elsewhere 
which appear to be in some conflict. 
(See cases collected in note 111 A.L.R. 
32, 36, and authorities cited in Lowell 
Bar Assn v. Loeb, (1943), 315 Mass. 
176, 183, 52 N. E. 2d 27, 33.) The ques- 
tion, under the circumstances here, is 
a particularly perplexing one, and we 
acknowledge the aid and assistance 
which has been afforded us in our ef- 
forts to resolve it by the excellent 
briefs filed by counsel as amici curiae 


on behalf of the State Bar of Califor- 
nia and the California Society of Cer- 
tified Public Accountants, respectively. 


Preparation of tax returns 


It appears to be generally conceded 
that it is within the proper function of 
a public accountant, although not a 
member of the bar, to prepare federal 
income tax returns, except perhaps in 
those instances where substantial ques- 
tions of law arise which may compe- 
tently be determined only by a lawyer. 
In the case at hand we find no real dif- 
ficulty in concluding that in the prep- 
aration of the income tax returns in 
question plaintiff did not engage in the 
practice of law. They are of such a 
simple character that an ordinary lay- 
man without legal or accounting train- 
ing might have prepared them in the 
first instance. An inspection thereof 
discloses that the defendants had but 
three sources of taxable income: Mr. 
Shapiro’s salary, the rental received 
from the building leased to Mr. Prit- 
chard, and the rental from a two-flat 
building, one-half of which was occu- 
pied by the defendants as their resi- 
dence, with the exception of the year 
1950 in which the defendants in addition 
received interest from savings and loan 
associations in the total sum of $612.68. 
Likewise the deductions claimed there- 
in, other than the portion of the Prit- 
chard loss carried forward into the 
1949 return were usual and ordinary 
expenses incident to the ownership and 
operation of income producing real 
property, the determination of the pro- 
priety of which required no particular 
legal knowledge. 


Application for carry-back 


A different and more serious ques- 
tion arises, however, with respect to the 
services rendered by the plaintiff in 
preparing the applications for a carry 
back adjustment and refund of taxes 
paid for the previous two years, and the 
preparation of the 1949 return wherein 
a deduction was claimed for a portion of 
the Pritchard loss, as well as his sub- 
sequent services in resisting the addi- 
tional assessment proposed by the 
Treasury Department upon the ground 
that the Pritchard loss did not consti- 
tute a “net operating loss” within the 
meaning of the “carry back” provisions 
of the statute. At this stage no question 
of accounting was involved. Neither the 
fact that the loss had been sustained 
nor the manner in which it arose was 
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questioned. The only question was 
whether, under the admitted facts, the 
loss was one which could be “carried 
back,” the answer to which depended 
upon whether or not it was a loss “at- 
tributable to the operation of a trade 
or business regularly carried on by the 
taxpayer” within the meaning of that 
phrase as used in the Internal Revenue 
Code, section 122 (d) (5). We see no 
escape from the conclusion that under 
the circumstances this question was 
purely one of law. A substantially sim- 
ilar question was presented in Wilson 
v. Eisner (C.C. A. 2d, 1922), 282 Fed. 
38, and the court, at page 41, says: “The 
question presented was whether the 
plaintiff was engaged in this enter- 
prise as a business for profit or for 
pleasure. We think that on this proof, 
no question of fact was presented for 
submission to the jury. The undisputed 
proof made it a question of law for the 
court. Was the plaintiff carrying on a 
business within the meaning of the 
taxing act?” and continuing, on page 
42, the court said: “Since the facts and 
circumstances are admitted or undis- 
puted, the question of whether plain- 
tiff was engaged in business for profit 
or pleasure became one for the court 
to decide, and it was error to leave the 
question of law to the determination of 
a jury...” (See also, Bingham’s Trust 
v. C.I. R., 325 U. S. 365, 370, 89 L. ed. 
1670, 1675; 163 A.L.R. 1175, 1180.) And 
in Commr. Int. Rev. v. Smith (U.S.C.A. 
2 Cir. (1953), rev. 17 T.C. 142, cert. 
denied, 74 S. Ct. 27), 203 F. 2d 310, 311, 
the court said: “Whether a particular 
loss or expense is incurred in a tax- 
payer’s trade or business is a question 
of fact in each particular case. Higgins 
v. C.LR., 312 U. S. 212, 61 S. Ct. 475, 85 
L. Ed. 783; Treas. Reg. 111, sec. 29.23 
(k)-6. But insofar as this determina- 
‘tion involves interpretation of the stat- 
utory language, it raises an issue of law 
on which the Tax Court’s decision is 
subject to review here. Washburn v. 
C.1.R., 8 Cir., 51 F. 2d 949, 951.” 

Not only was the question which 
arose here one of law but a difficult and 
doubtful one as well, as evidenced by 
the many occasions upon which the 
the courts and the Treasury Depart- 
ment have had occasion to consider it. 
(See annotations in 26 U.S.C.A., to 
secs. 23 (e), 23 (s), and 122; also ex- 
tensive note to Lazier v. U. S., 9 A.L.R. 
2d 324; and compare Conrades v. Com- 
missioner (1930), 21B.T.A. 213.) More- 
over, it is evident that the plaintiff 
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himself fully appreciated this. He not 
only testified that “in his opinion it was 
a tough case because it was an isolated 
one” but he detailed at length the ex- 
tensive research to the legal authori- 
ties which he was required to make in 
order to support his position that the 
loss was one which qualified as a “net 
operating loss” under a proper inter- 
pretation of the statutory definition. 


Relation to Bercu 


Both parties place reliance upon the 
decision in the Matter of New York 
County Lawyers Assn (1948), 78 N.Y.S. 
2d 209, 9 A.L.R. 2d 787, commonly re- 
ferred to as the Bercu case, which was 
affirmed without opinion in 299 N. Y. 
728, 87 N. E. 2d 451. There one Bercu, 
an accountant, not a member of the bar, 
was consulted by a corporation (which 
kept its books upon an accrual basis) 
as to whether or not certain sales taxes 
accrued but not paid in a preceding 
year could be deducted in the income 
tax return for a subsequent year. 
Thereafter he rendered an opinion to 
the effect that such taxes might be de- 
ducted in the year of their payment, 
for which services he submitted a bill 
for $500. This not being paid, he insti- 
tuted suit in the municipal court and 
was denied recovery upon the ground 
that the services for which he sought 
payment constituted the practice of 
law. Thereafter the reported proceed- 
ing was instituted by the Lawyers’ As- 
sociation to have him adjudged guilty 
of contempt of court and to enjoin him 
from similar activities in the future. 
The court held that in undertaking to 
render an opinion upon the point in 
question Mr. Bercu was unlawfully un- 
dertaking to practice law. However, 
the court seems to have been influenced 
in reaching the conclusion which it did 
largely by reason of the fact that Mr. 
Bercu had not previously performed 
any accounting work for the corpora- 
tion, nor was the advice given in con- 
nection with the preparation by him of 
an income tax return for the corpora- 
tion. It must be admitted that, as con- 
tended by plaintiff here, the language 
of the opinion suggests that if Bercu 
had been the accountant of the cor- 
poration or engaged to prepare its in- 
come tax return, he might have advised 
it as he did in his opinion without sub- 
jecting himself to the charge of prac- 
tcing law in so doing. In the course of 
the opinion it said (78 N. ¥.S. 2d 220, 
9 A. L. R. 2d 796): “Respondent is most 
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persuasive when he challenges the con- 
sistency of recognizing an accountant’s 
right to prepare income tax returns 
while denying him the right to give in- 
come tax advice. As respondent says, 
precisely the same question may at one 
time arise during the preparation of an 
income tax return and at another time 
serve as the subject of a request for ad- 
vice by a client. The difference is that 
in the one case the accountant is deal- 
ing with a question of law which is only 
incidental to preparing a tax return and 
in the other case he is addressing him- 
self to a question of law alone.” 

Thus it would appear that the New 
York court adopts, as the criterion for 
determining whether advice relative to 
tax matters constitutes the practice of 
law, whether or not it is given as an in- 
cident to accounting work or in the 
preparation of tax returns. While for 
reasons hereinafter stated we are not 
prepared to accept the view to its full- 
est extent, we do not believe that the 
court necessarily entertaind the view 
that, as plaintiff here contends, having 
prepared the return, an accountant who 
is not a member of the bar may there- 
after undertake to advise his client 
with respect to difficult or doubtful 
legal questions arising therefrom or 
undertake to seek a refund, the right 
to which depends wholly upon the in- 
terpretation of the taxing statutes. No 
such question was there presented, and 
we are not prepared to accept the de- 
cision as holding that a non-lawyer 
may properly perform services such as 
those last enumerated. 


How Conway affects Bercu 


We believe, however, that the criteri- 
on formulated by the New York court 
for determining whether a particular 
activity does or does not constitute the 
practice of law is unsatisfactory for the 
reasons well stated by the Supreme 
Court of Minnesota in Gardner v. Con- 
way (1951), 234 Minn. 468, 48 N. W. 
2d 788. There a non-lawyer had under- 
taken to prepare a federal income tax 
return which necessarily involved the 
determination by him of various ques- 
tions of law. By reason of this a pro- 
ceeding in contempt and to restrain him 
from similar practice in the future was 
instituted against him, and he defended 
upon the ground that, while the prep- 
aration of the tax return involved the 
determination of legal questions, this 
did not constitute the practice of law 
because the resolving of such questions 
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was but incidental to the preparation 
of the return which was an act that any 
layman might perform. From the re- 
port of the case it appears that in its 
consideration the court had the benefit 
of amici curiae briefs by the Minne- 
sota Association of Public Accountants, 
National Society of Public Account- 
ants, Minnesota Society of Public Ac- 
countants, American Institute of Ac- 
countants, Minnesota State Bar Associ- 
ation and the American Bar Association. 
In the course of an elaborate opinion, 
after pointing out the necessity, despite 
the difficulty involved, of establishing 
some criterion for distinguishing “that 
which isfrom that which is not law prac- 
tice,’ the court said (234 Minn. 479, 48 
N.W. 2d 795): “If we bear in mind that 
any choice of criterion must find its ulti- 
mate justification in the interest of the 
public and not in that of advantage for 
either lawyer or nonlawyer, we soon 
cease to look for an answer in any rule 
of thumb such as that based upon a dis- 
tinction between the incidental and the 
primary. See, People v. Title Guaran- 
tee & Trust Co., 227 N. Y. 366, 379, 125 
N. E. 666, 670; Merrick v. American 
Security & Trust Co., 71 App. D. C. 72, 
107 F. 2d 271. Any rule which holds 
that a layman who prepares legal pa- 
pers or furnishes other services of a 
legal nature is not practicing law when 
such services are incidental to another 
business or profession completely ig- 
nores the public welfare. A service per- 
formed by one individual for another, 
even though it be incidental to some 
other occupation, may entail a difficult 
question of law which requires a deter- 
mination by a trained legal mind. See, 
33 Min. Law Rev. 445. Are we to say 
that a real estate broker who examines 
an abstract of title and furnishes an 
opinion thereon may not be held to 
practice law because the examination 
of a title is ancillary to a sale and pur- 
chase of real estate? ... The incidental 
test has no value except in the negative 
sense that if the furnishing of the legal 
service is the primary business of the 
actor such activity is the practice of 
law, even though such service is of an 
elementary nature. In other words, a 
layman’s legal service activities are 
the practice of law unless they are in- 
cidental to his regular calling; but the 
mere fact that they are incidental is by 
no means decisive. In a positive sense, 
the incidental test ignores the interest 
of the public as the controlling deter- 
minant. 


“In rejecting the incidental test, it 
follows that the distinction between 
law practice and that which is not may 
be determined only from a considera- 
tion of the nature of the acts of service 
performed in each case. No difficulty 
arises where such service is the 
primary business of the actor. We 
then have law practice. Difficulty 
comes, however, when the service 
furnished is incidental to the per- 
formance of other service of a non- 
legal character in the pursuit of an- 
other calling such as that of accounting. 
In the field of income taxation, as in the 
instant case, we have an overlapping 
of both law and accounting. An ac- 
countant must adapt his accounting 
skill to the requirements of tax law, 
and therefore he must have a workable 
knowledge of law as applied to his 
field. By the same token, a lawyer must 
have some understanding of account- 
ing. In the income tax area, they occupy 
much common ground where the skills 
of both professions may be required 
and where it is difficult to draw a pre- 
cise line to separate their respective 
functions. The public interest does not 
permit an obliteration of all lines of de- 
marcation. We cannot escape reality 
by hiding behind a facade of nomencla- 
ture and assume that ‘taxation’, though 
composed of both law and accounting, 
is something sui generia and apart from 
the law. See, Matter of New York 
County Lawyers Ass’n (Bercu) 273 
App. Div. 524, 78 N. Y.S. 2d 209, af- 
firmed 299 N. Y. 728, 87 N. E. 2d 451. If 
taxation is a hybrid of law and ac- 
counting, it does not follow that it is 
so whoily without the law that its legal 
activities may be pursued without 
proper qualifications and without court 
supervision. The interest of the public 
is not protected by the narrow special- 
ization of an individual who lacks the 
perspective and the orientation which 
comes only from a thorough knowledge 
and understanding of basic legal con- 
cepts, of legal processes, and of the in- 
terrelation of the law in all its branches. 
Generally speaking, whenever, as inci- 
dental to another transaction or calling, 
a layman, as part of his regular course 
of conduct, resolves legal questions for 
another—at the latter’s request and for 
a consideration—by giving him advice 
or by taking action for and in his be- 
half, he is practicing law if difficult or 
doubtful legal questions are involved 
which, to safeguard the public, reason- 
ably demand the application of a train- 


ed legal mind. What is a difficult or 
doubtful question of law is not to be 
measured by the comprehension of a 
trained legal mind, but by the under- 
standing thereof which is possessed by 
a reasonably intelligent layman who is 
reasonably familiar with similar trans- 
actions. A criterion which designates 
the determination of a difficult or com- 
plex question of law as law practice, 
and the application of an elementary or 
simple legal principle as not, may in- 
deed be criticized for uncertainty if a 
rule of thumb is sought which can be 
applied with mechanical precision to 
all cases. Any rule of law which pur- 
ports to reflect the needs of the public 
welfare in a changing society, by rea- 
son of its essential and inherent flexi- 
bility, will, however, be as variable in 
operation as the particular facts to 
which it is applied.” 


Statement of principles 


We are confirmed in our conclusion 
that the activities of the plaintiff which 
we have detailed fall within the domain 
of the lawyer by a consideration of The 
Statement of Principles Relating to 
Practice in the Field of Federal Income 
Taxation, which was recommended by 
the National Conference of Lawyers 
and Certified Public Accountants and 
approved by The Council of the Amer- 
ican Institute of Accountants May 8, 
1951, wherein it is stated (par. 3, 6, 8): 
“3. Ascertainment of probable tax ef- 
fects of transactions ...) The ascer- 
tainment of probable tax effects of 
transactions frequently is within the 
function of either a certified public ac- 
countant or a lawyer. However, in 
many instances, problems arise which 
require the attention of a member of a 
member of one or the other profession, 
or members of both. When such ascer- 
tainment raises uncertainties as to the 
interpretation of law (both tax law and 
general law), or uncertainties as to the 
application of law to the transaction in- 
volved, the certified public accountant 
should advise the taxpayer to enlist the 
services of a lawyer. When such ascer- 
tainment involves difficult questions of 
classifying and summarizing the trans- 
action in a significant manner and in 
terms of money, or interpreting the 
financial results thereof, the lawyer 
should advise the taxpayer to enlist the 
services of a certified public act- 
countant.... 

“6. Representation of taxpayers be- 
fore Treasury Department. Under 
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Treasury Department regulations law- 
yers and certified public accountants 
are authorized, upon a showing of their 
professional status, and subject to cer- 
tain limitations as defined in the Treas- 
ury Rules, to represent taxpayers in 
proceedings before that Department. 
If, in the course of such proceedings, 
questions arise involving the applica- 
tion of legal principles, a lawyer should 
be retained, and if, in the course of 
such proceedings accounting questions 
arise, a certified public accountant 
should be retained... 

“8. Claims for refund. . . . Claims for 
refund may be prepared by lawyers or 
certified public accountants, provided, 
however, that where a controversial le- 
gal issue is involved or where the claim 
is to be made the basis of litigation, the 
services of a lawyer should be ob- 
tained.” (37 A.B.A.J., 517, 536-537; 76 
Am. Bar Assn Rep. 699, 700-701.) 

From what has been said, it appears 
that plaintiff undertook to determine 
the “tax effect” of defendant’s transac- 
tion with Pritchard, the ascertainment 
of which involved uncertainties both as 
to the interpretation of the taxing stat- 
ute as well as the application thereof 
to the transaction in question. It is 
likewise evident from the plaintiff’s 
testimony that at the time of preparing 
the application for carry back adjust- 
ment and refund he realized that a 
“controversial legal issue” was in- 
volved with respect to which the 
Treasury Department might take a 
contrary view, for he assigned this as 
a reason why he could not then ad- 
vise defendants as to what his fee in 
the matter would be. And when he 
finally submits his bill we find that, in 
detailing therein the services covered 
thereby, no mention is made of ac- 
counting work or that involved in the 

“preparation of the returns, but rather 
he describes the same as consisting of 
“conferences with revenue agent(s)” 
and “research of the problems involved 
and preparation of arguments to over- 
come” the proposed additional assess- 
ments, the only basis for which could 
be the Treasury Department’s claim 
that the Pritchard loss did not consti- 
tute a “net operating loss” under sec- 
tion 122. Surely the solution of this 
“problem” did not involve or depend 
upon the application of accounting 
principles or procedure, but of legal 
principles and precedents. These were 
the subject of plaintiff’s “research” and 
these alone could serve as the founda- 
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tion for his “arguments” addressed to 
the representatives of the Treasury 
Department in resisting the “proposed 
assessments.” 


Who has jurisdiction here? 


From what has been said, we would 
have but little hesitancy in concluding 
that the services rendered by plaintiff 
other than those involved in the prep- 
aration of the income tax returns and 
possibly others of an accounting charac- 
ter constitute the practice of law as 
that term has been judicially defined in 
this state. (Kountz v. Rowlands (1943), 
46 Pa. D. & C. Rep. 461, 463.) The more 
serious questions which present them- 
selves, however, are (1) whether the 
controlling test of what constitutes the 
practice of law in the field of federal 
income taxation is dictated by federal 
legislation, congressional or adminis- 
trative, and (2) the effect of the fed- 
eral regulations which have been 
adopted in this field. Upon behalf of 
the plaintiff, it is urged by amicus 
curiae that an affirmative answer is re- 
quired to the first inquiry and that, in- 
asmuch as plaintiff was enrolled as an 
agent in the Treasury Department, and 
by virtue thereof licensed to practice 
before that Department, all of his ac- 
tivities in the instant case were within 
the scope of such license, and any ac- 
tion by a state court which would in- 
terfere with or curtail the right so 
granted is not only unwarranted but 
unconstitutional. 


Power of Treasury to regulate 


By the Act of July 7, 1884, sec. 3 (23 
Stats. 258), the Secretary of the Treas- 
ury is authorized to prescribe “regula- 
tions governing the recognition of 
agents . . . representing claimants be- 
fore his Department . . .” Pursuant to 
this statutory authority, the Secretary 
issued Circular 230 (now parts 10 and 
13, Subtitle A, Tit. 31, Code Fed. Reg.), 
which insofar as material here reads 
as follows: An agent enrolled before 
the Treasury Department shall have 
the same rights, powers and privileges 
and be subject to the same duties as an 
enrolled attorney: Provided, that an en- 
rolled agent shall not have the privi- 
lege of drafting or preparing any writ- 
ten instrument by which title to real 
or personal property may be conveyed 
or transferred for the purpose of affect- 
ing Federal taxes, nor shall such en- 
rolled agent advise a client as to the 
legal sufficiency of such an instrument 
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or its legal effect upon the Federal 
taxes of such client; And provided 
further, That nothing in the regulations 
in this part shall be construed as au- 
thorizing persons not members of the 
bar to practice law.” (Code Fed. Reg., 
sec. 10.2(f), Tit. 31, Subtit. A, Part 10.) 

“Practice before the Treasury De- 
partment shall be deemed to compre- 
hend all matters connected with the 
presentation of a client’s interests to 
the Treasury Department, including 
the preparation and filing of necessary 
written documents, and correspond- 
ence with the Treasury Department rel- 
ative to such interests. Unless other- 
wise stated, the term “Treasury De- 
partment,’ as used in this paragraph 
and elsewhere in this part, includes 
any division, branch, bureau, office, or 
unit of the Treasury Department, 
whether in Washington or in the field, 
and any officer or employee of any 
such division, branch, bureau, office or 
unit.” (Id., sec. 10.2(b).) 


Practice before tax court 


In this connection also, reference 
should be made to Rule 2 of the for- 
mer United States Board of Tax Ap- 
peals, now Tax Court of the United 
States (26 USCA Int. Rev. Code, p. 604, 
following sec. 5011), for the ad- 
mission to practice, after exam- 
ination, of citizens without re- 
striction to members of the bar or 
certified public accountants, and the 
validity of such rule has been recog- 
nized. (Goldsmith v. U. S. Board of Tax 
Appeals (1926), 270 U.S. 117, 70 L.ed. 
494, 496; Crane-Johnson Co. v. Commr. 
of Int. Rev. (8 C.C.A. 1939), 105 F. 2d 
740, 744.) In the latter case, however, 
the court expressly stated that it did not 
undertake “to determine the question 
as to whether the appearance before the 
Board (of Tax Appeals) by a certified 
public accountant constituted the un- 
lawful practice of law in the District of 
Columbia.” With this particular ques- 
tion, however, we are not here con- 
cerned. 

No case which we have been able 
to discover has undertaken to directly 
decide the precise question with which 
we are confronted, namely, whether 
the Treasury Regulations referred to 
have the effect of declaring that serv- 
ices performed by an enrolled agent in 
connection with federal income tax 
matters do not constitute the practice 
of law in the sense that such practice 
is prohibited, by state law, when en- 
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gaged in by other than members of 
the bar. We direct our attention, how- 
ever, to such as have been cited as 
having a more or less bearing upon the 
question. 


Analogy of custom-house broker 


The first is Brooks v. Mandel-White 
Co. (2 C.C.A. 1932), 54. F. 2d 992. 
There the defendant, an importing 
concern, entered into contract with one 
Stern, a customs house broker—not a 
member of the bar—to make, file and 
prosecute protests and appeals, and “to 
retain counsel” at his (Stern’s) ex- 
pense, to secure the allowance of re- 
funds of custom duties, upon a con- 
tingent fee of one-third of all amounts 
refunded. Pursuant to his contract, 
Stern engaged plaintiff, an attorney at 
law, to institute and prosecute the 
necessary proceedings in the United 
States Customs Court, upon an agree- 
ment to pay plaintiff a portion of his 
contingent fee. The proceedings re- 
sulted in the recovery of a substan- 
tial sum for the defendant, and the 
plaintiff, not having received payment 
of his fee, instituted suit to enforce an 
attorney’s lien, as provided by the New 
York statute, against the fund. The 
defense interposed was two-fold: (1) 
that, inasmuch as, under the rules of 
the Customs Court, admission to the 
bar was not required as a prerequisite 
to practice therein, the services ren- 
dered by plaintiff were not legal, and 
hence no lien existed; and (2) that if 
the services rendered by plaintiff con- 
stituted the practice of law, he was 
barred from recovery by virtue of a 
statute of the state which made it un- 
lawful for one “to make it a business 
to solicit employment for a lawyer, or 
to furnish attorneys or counsel or an 
attorney and counsel to render legal 
services . . . without having been first 
duly and regularly licensed and ad- 
mitted to practice law in the courts of 
record of the state.” The majority 
held (1) that although the services 
rendered by plaintiff were such as, 
under the rules of the Customs Court, 
might lawfully be performed by a lay- 
man, the plaintiff nonetheless was en- 
titled to an “attorney’s lien,” and (2) 
that the statute referred to, which pro- 
hibited laymen from soliciting employ- 
ment for a lawyer or furnish an at- 
torney to render legal services, was 
inapplicable because the Customs 
Court permitted custom house brokers 
to practice and appear before it. It 


was in connection with this last hold- 
ing that the majority used the lan- 
guage relied upon by plaintiff, that 
“The state statute could not prohibit 
this” (practice by laymen before that 
court). Not only does Byrne v. Kan- 
sas City etc. Ry Co., 55 F. 44, cited in 
support of this statement, fail to sus- 
tain it, but the incongruity of the reas- 
oning employed and the result reached 
by the majority is evident and is terse- 
ly pointed out in one sentence by 
Judge Learned Hand in his dissent. 
He says (p. 996): “Either the services 
were not those of an attorney at law, 
and there was no lien; or the agree- 
ment was unlawful, and there was no 
pay.” Under the circumstances, we 
attach little weight to this case. 


Anology of ICC practitioner 


More closely in point and supporting 
plaintiff's position is De Pass v. B. 
Harris Wool Co. (Mo. 1940), 144 S.W. 
2d 146, wherein plaintiff, a non-law- 
yer licensed to practice before the In- 
terstate Commerce Commission, 
sought to recover for services rendered 
before that body in certain rate re- 
duction cases on behalf of the defend- 
ant. Defendant demurred upon the 
ground that the alleged contract called 
for services which, under the law of 
Missouri, constituted the practice of 
law, and hence plaintiff was barred 
from recovery. The Supreme Court of 
Missouri, though apparently of the 
view that, judged by Missouri law, the 
services in question constituted the 
practice of law, held that the question 
was foreclosed by the Rules of Prac- 
tice of the Interstate Commerce Com- 
mission (49 U.S.C.A. Appendix follow- 
ing sec. 1185, p. 448), which permitted 
laymen licensed by it to practice be- 
fore it. Says the court (p. 148): “De- 
fendant seems to argue that the right 
to define the practice of law and to 
regulate persons engaging in such 
practice falls within the police power 
of the state. So it does, except in so 
far as that right does not run contra 
to an Act ‘made in pursuance’ to the 
Federal constitution.” 

It does not appear, however, that the 
rule of the Interstate Commission 
there involved contained any limita- 
tion with respect to the practice of 
law as does the Treasury Regulation 
under consideration. 


Rights of enrolled agents 
In re Lyon (1938), 301 Mass. 30, 16 


NE. 2d 74, cited on behalf of plaintiff, 
and relied upon in De Pass v. B. Har- 
ris Wool Co., just considered by us, is, 
we believe, factually distinguishable. 
Moreover, it must be viewed in the 
light of the discussion in the more re- 
cent decision of the same court—Low- 
ell Bar Assn. v. Loeb (Mass. 1943), 52 
N.E. 2d 27, wherein the court adverted 
to but did not undertake to determine 
the effect of the Treasury Regulations 
previously referred to. The court there 
said (p. 33): “Neither do we consider 
at this time whether the permission 
granted to certified public accountants 
and other persons not members of the 
bar to practice in tax matters by the 
rules of the United States Treasury 
Department and of the administrative 
tribunal (Helvering v. Rankin, 295 
U.S. 123, 131, 55 S. Ct. 732, 79 L. Ed. 
1343; Higgins v. Commissioner of In- 
ternal Revenue, 312 U.S. 212, 61 S. Ct. 
475, 85 L. Ed. 783) now called the Tax 
Court of the United States, can have 
the effect of granting by implication to 
holders of ‘Treasury enrollment cards’ 
a right to perform in this Common- 
wealth services in connection with 
Federal taxes which in their nature 
are comprised in the practice of law. 
It may deserve consideration whether 
the rules of a Federal administrative 
tribunal can legalize acts done in the 
States in matters not actually before 
the tribunal, though of a class that 
might eventually come before it. Mat- 
ter of Lyon, 301 Mass. 30, 34-36, 16 
N. E. 2d 74; De Pass v. B. Harris Wool 
Co., 346 Mo. 1038, 144 S.W. 2d 146.” 
Were we convinced that the effect of 
the Treasury Regulations is to declare 
that acts constituting the practice of 
law in the accepted sense could law- 
fully be performed by non-members 
of the bar, we would entertain the 
same doubts as those suggested by the 
Supreme Judicial Court of Massa- 
chusetts in the portion of the opinion 
quoted above. (Cf. Chicago Bar Assn 
v. United Taxpayers of America 
(1941), 312 Ill. App. 243, 38 N.E. 2d 
349, holding the rule of Department of 
Finance permitting non-lawyers to ap- 
pear before it in behalf of taxpayers 
void insofar as it purported to author- 
ize such to perform acts constituting 
practice of law.) We do not, however, 
believe that the regulations in question 
were intended to or have the effect 
contended for on behalf of plaintiff. 
We regard as highly significant the 
concluding clause in section 10.2(f) 
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“that nothing in the regulations in 
this part shall be construed as author- 
izing persons not members of the Bar 
to practice law.” This statement must 
be read in context with the opening 
sentence of the section providing that 
“An agent enrolled before the Treas- 
ury Department shall have the same 
rights, powers and privileges . . . as 
an enrolled attorney” and as qualifying 
the same. As admittedly the Treasury 
Department is without authority to 
prescribe the rights and privileges to 
be exercised by persons except those 
appearing before it upon behalf of 
others, this provision could only have 
been intended as a disavowal of any 
intent upon the part of the Secretary 
of the Treasury to confer authority 
upon enrolled agents, not members of 
the bar, to perform acts upon behalf 
of others in connection with matters 
before the department which would 
otherwise constitute the practice of 
law. We cannot subscribe to the argu- 
ment advanced upon behalf of the 
plaintiff that this provision was merely 
“a catch-all clause designed to pre- 
vent enrolled agents from holding 
themselves out as general attorneys” 
and “to limit the authority granted an 
enrolled agent to the precise field of 
Federal income taxation.” Rather it 
suggests a recognition that “practice 
before the Treasury Department, while 
it may include acts which do not con- 
stitute the practice of law, and hence 
within the authority of enrolled agents, 
though not lawyers, to perform, also 
comprehends others of such character 
as to bring them within this classifi- 
cation. (See: Petition of Kearney (Fla. 
1953), 63 So. 2d 630.) 

In essence plaintiff’s contention is 
that the effect of the Treasury Regula- 
tions is to declare that an enrolled 
agent, though not a lawyer, may, in 
the representation of others in tax 
matters before the Treasury Depart- 
ment, lawfully perform all of the serv- 
ices which a member of the bar is 
authorized to perform “except the 
privilege of drafting or preparing any 
written instrument by which title to 
real or personal property may be con- 
veyed or transferred for the purpose of 
affecting Federal taxes” or advising 
“a client as to the legal sufficiency of 
such an instrument or its legal effect 
upon the Federal taxes of such client.” 
If this be true, we see no reason for 
the concluding proviso in 10.2(f), dis- 
avowing any intent to thereby author- 
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ize non-lawyers to perform acts in 
connection with tax matters before the 
Department which would constitute 
the practice of law. 


AIA-Bar agreement 


Yet another consideration confirms 
us in the conclusion we have reached. 
We refer to the Statement of Princi- 
ples previously adverted to which 
were approved by the American Insti- 
tute of Accountants, wherein it is rec- 
ognized that representation before the 
Treasury Department may involve the 
“application of legal principles” neces- 
sitating the retention of a lawyer. We 
can hardly believe that, if the confer- 
ees representing the certified public 
accountants who joined in recom- 
mending the adoption of the Statement 
and the Members of the Council of the 
American Institute of Accountants who 
approved it, were of the view that the 
effect of the Treasury Regulations 
authorized an enrolled agent who was 
not a lawyer to perform any and all 
services on behalf of others before the 
Treasury Department that might be 
performed by a lawyer, they would 
have given their adherence thereto. 

Thus we conclude that, as indicated, 
the judgment in favor of plaintiff in- 
cludes an award for services which 
constituted the practice of law, for 
which, not being a member of the bar, 
he was not entitled to recover. 


Timing of defense’s plea 


It but remains to consider the addi- 
tional contention of the plaintiff that 
defendants may not rely upon the de- 
fense of illegality by reason of the 
fact that it was not specially pleaded in 
their answer. We do not agree. Sec- 
tion 6125, Business and Professions 
Code, provides that: No person shall 
practice law in this State unless he is 
an active member of the State Bar and 
section 6126 of the same code provides 
that any person practicing law who is 
not an active member of the state bar 
is guilty of a misdemeanor. It is ele- 
mentary that a contract, express or 
implied, the performance of which 
necessarily involves a violation of a 
penal statute, may not give rise to a 
cause of action. (12 Cal. Jur. 2d p. 274, 
sec. 72, and cases there cited.) It is 
equally well settled that if the ques- 
tion of illegality develops during the 
course of a trial, a court must con- 
sider it whether pleaded or not, “and 
when a court discovers a fact which 
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indicates that the contract involved is 
illegal and ought not to be enforced, 
it will, on its own motion, instigate an 
inquiry in relation thereto . . . When- 
ever the evidence discloses the rela- 
tions of the parties to the transaction 
to be illegal and against public policy, 
it becomes the duty of the court to re- 
fuse to entertain the action. Whether 
the evidence comes from one side or 
the other, in the absence of a pleaded 
and proved exception to the general 
rule, the disclosure is fatal to the case, 
and the court is justified in rendering 
judgment that neither party take any- 
thing from the other.” (12 Cal. Jur. 2d, 
p. 306, sec. 106.) 

In Fewel & Dawes, Inc. v. Pratt 
(1941), 17 Cal. 2d 85, the Supreme 
Court says (p. 92): “Defendant in his 
answer denied any liability under the 
contract. He introduced evidence at 
the trial showing that Fewel was at 
no time a licensed agent or broker. He 
moved in the trial court to vacate the 
judgment and to have judgment en- 
tered in his favor on the ground that 
the contract was illegal and hence un- 
enforceable. In his brief on appeal he 
urged the illegality of the contracts as 
grounds for reversal. There is there- 
fore no basis for precluding him from 
raising the question of illegality on 
appeal. If the contract is illegal as a 
matter of law, this court may refuse 
to enforce it regardless of the plead- 
ings of the parties. (Morey v. Paladini, 
187 Cal. 727 (203 Pac. 760); Pacific 
Wharf etc. Co. v. Standard Am. Dredg- 
ing Co. 194 Cal. 21 (192 Pac. 847); 
Endicott v. Rosenthal, 216 Cal. 721 (16 
Pac. (2d) 673); Kreamer v. Earl, 91 
Cal. 112 (27 Pac. 735); Dean v. Mc- 
Nerney, 91 Cal. App. 206 (266 Pac. 
975); 6 Cal. Jur. 162; 4 Cal. Jur. Supp. 
71, 72.)” Here plaintiff alleged that he 
he rendered “accounting services” to 
the defendants, and this allegation was 
denied in the answer, thus raising an 
issue as to the nature or character of 
the services for which plaintiff sought 
recovery. 

The authorities relied upon by the 
plaintiff as supporting a contrary rule 
are not in point. In Colb v. Benjamin 
(1947), 78 Cal. App. 2d 881, not only 
was illegality not pleaded but the evi- 
dence failed to disclose that the con- 
tract sued upon was violative of law. 
The same is true of Levitt v. Glen L. 
Clark & Co. (1949), 91 Cal. App. 2d 
662, and Phalanx Air Freight v. Nat'l 
etc. Freight, (1951), 104 Cal. App. 2d 
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771. In Meyer v. El Tejon (1946), 29 
Cal. 2d 184, the question of illegality 
was not involved. 

The fact therefore that defendants 
did not plead the defense of illegality 
cannot be the means whereby plaintiff 
is permitted to recover for perform- 
ing services involving a violation of a 
penal statute. When upon the trial it 
was made to appear that plaintiff was 
not an active member of the state bar 
and his testimony disclosed that cer- 
tain of the services for which he 
sought recovery constituted the prac- 
tice of law, it became the imperative 
duty of the court to deny plaintiff any 
recovery therefor. 


Federal constitutional question 


In concluding this opinion, we can- 
not refrain from offering the comment 
that this case serves to demonstrate 
the desirability of legislation which 
would permit this court to certify 
questions of first impression and great 
importance, such as those here pre- 
sented, to the highest court of the 
State for ultimate determination. In- 
asmuch, however, as a federal consti- 


tutional question is here presented, the 
avenue is open to a review by the 
Supreme Court of the United States. 

The judgment is reversed, and the 
cause remanded for a new trial in ac- 
cordance with the views herein ex- 
pressed. 


Concurrence 


The foregoing opinion was signed by 
Judge Patrosso, concurred in by Pre- 
siding Judge Shaw, and concurred in 
by Judge Bishop except for the fol- 
lowing comment: 

“T concur, not only in the judgment, 
but with most all that is said in the 
opinion. I do not agree with the crit- 
icism of the Bercu case (Matter of 
New York County Lawyers Assn. 
(1948), 78 N.Y.S 2d 209, 9 ALR. 2d 
787) in Gardner v. Conway (1951), 234 
Minn. 468, 48 N.W. 2d 788. Neither 
case furnishes a standard that fits all 
situations. I am agreed, however, that 
some of the services for which the 
plaintiff made his charge must be 
characterized as legal services, and the 
consequence is that the judgment was 
for too large a sum.” 





Accountants, doctors, 


nurses testify 


on social security coverage 


JAMES E. KEYES, speaking for the Na- 
tional Society of Public Accountants, 
of which he is executive director, told 
the House Ways and Means Committee 
that his group had reversed its 1950 
position and is now in favor of the in- 
clusion of public accountants under 
social security. The Society’s earlier 
position was taken in a desire to pre- 
serve professional status. Now, how- 
ever, if other professions are to be cov- 
ered, his group favors the bill. 

A recent survey of the Society 
showed a four to one margin in favor 
of inclusion. “In this connection,” Mr. 
Keyes continued, “I would like to urge 
the committee to do all it can to avoid 
this statute from being used as an indi- 
cation of professional status or compe- 
tence. If, when finally drafted, any pro- 
fessional groups are excluded from 
coverage, I respectfully suggest that 
the section containing the accepted 
professions be prefaced by a statement 
indicating that inclusion or exclusion 
is not based on professional status or 
competence.” 

Dr. F. J. L. Blasingame, speaking 
for the American Medical Association, 
opposed coverage of doctors, saying 


that it was, “absolutely incompatible 
with the free enterprise system for a 
group to be compulsively covered 
under a governmental system of old 
age benefits when that group strongly 
and with great force opposes such 
[action].” The benefits “simply do not 
fit the economic pattern of the self- 
employed physician.” 

But Dr. Anna Rand, representing 
the Physicians Forum, said her or- 
ganization favors inclusion, pointing 
out that she considered there to be no 
logical or ethical reason why doctors 
should be deprived of the benefits now 
accruing under social security to vir- 
tually all wage earners and many self- 
employed persons. Doctors should be 
covered, she said, despite the cries of 
socialism by the so-called leaders of 
organized medicine. 

Joining Dr. Rand in urging coverage 
for her group was May Bagwell, speak- 
ing for the American Nurses Associa- 
tion. 

We will publish next month an ex- 
tensive analysis of these new social se- 
curity provisions by Peter Dirr in his 
regular departments dealing with pay- 
roll taxes and related matters. 


Managing 


New designation for 


tax men in Britain 


A THREE-DAY EXAMINATION for tax prac- 
titioners will be held for the first time 
in November 1954 in England to qualify 
practitioners for “The Taxation Di- 
ploma”, which will be awarded by the 
English magazine, Taxation. This proj- 
ect has been developed by Tazation, 
and while it may be said fairly that the 
English situation differs somewhat from 
that in America, it is a gesture in the 
direction of solving a basic problem 
which exists in both countries. Mr. 
Ronald Staples, editor of Taxation, ex- 
plains the project this way. 

“We believe that there exists today 
no adequate test of a practitioner’s 
ability in the sphere of taxation. Of 
necessity the examinations of the pro- 
fessional bodies, while covering to a 
limited extent this most vital and spe- 
cialized subject of taxation, neverthe- 
less cannot provide a test which gives 
the hall-mark of the master of this 
subject. We propose to conduct a three- 
day examination in various parts of the 
country which will without question 
provide this test, and we believe that 
practitioners will welcome such a step. 
The Taxation Diploma, which will be 
awarded to successful candidates, is in- 
tended to be the “blue riband” of 
taxation practice, and we feel that a 
candidate for a taxation post may be 
regarded as adequately fitted techni- 
cally if he holds that diploma and may 
be accepted without hesitation as a 
master of taxation. We believe, too, that 
many practitioners will desire to hold 
the Diploma if only to satisfy them- 
selves that their knowledge is adequate 
and up to date. The first examination 
will be held in November 1954.” 


Treasury revises Form 433 


at suggestion of accountants 

THE TREASURY HAS REVISED its Form 433, 
Statement of Financial Condition and 
Other Information, as a result of rep- 
resentations made by the American 
Institute of Accountants. Formerly, “ie 
form read, “Information concerning tue 
preparation of this statement may be 
had by getting in touch with your 
Deputy Collector or attorney”. The new 
wording reads, “Information concern- 
ing the preparation of this statement 
may be had by getting in touch with a 
representative of the office of the 
District Director of Internal Revenue 
or your tax advisor”. 
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NEW DEVELOPMENTS IN 


State & local taxation 


EDITED BY JOSEPH S. MARTEL 


Supreme Court dissents shed 


new light on state use taxes 


WHILE THE U. S. SUPREME COURT decision 
in the Miller case has been generally 
regarded as a defeat for those states 
trying to extend their sales and use tax 
collections, the dissents to the majority 
opinion contain some language very 
sympathetic to the states. Because it 
was a 5-4 decision, an analysis of the 
reasoning of both sides is useful in 
evaluating the probable future climate 
in which use tax collections will 
operate. 

Mr. Justice Douglas, with the con- 
currence of The Chief Justice and Mr. 
Justice Black and Mr. Justice Clark, 
said that the states have been increas- 
ingly turning to sales and use taxes to 
raise the revenues they need to edu- 
cate, protect and serve their growing 
number of citizens. Unless the states 
can collect a sales or use tax upon 
goods being purchased out-of-state, 
there is a fertile opportunity for the 
citizens who want state benefits with- 
out paying taxes to buy out-of-state. 
And there are just-across-the-state— 
line merchants who capitalize upon this 
opportunity. After today’s decision 
there will be more. 

I see no constitutional difficulty in 
making appellant a tax collector for 
Maryland under the general principles 
announced in General Trading Co. v. 
Tax Commission, 322 U. S. 335. When 
appellant’s sales clerks make out the 
sales slips and arrange for the ship- 
ment of the purchased goods, they 
surely will know which are destined 
for Maryland, which for some other 
state. Hence to make appellant add the 
Maryland use tax to the bill when the 
purchaser requests that the goods be 
shipped to Maryland is only a minimal 
burden. Appellant will be paid for its 
trouble. If liability was sought to be 
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imposed under circumstances indicat- 
ing that appellant had been taken by 
surprise or treated unfairly, different 
considerations would come into play. 
But appellant in this case pleads im- 
munity, not ignorance of the Maryland 
law nor harshness in its application. 

This is not a case of a minimal contact 
between a vendor and the collecting 
state. Appellant did not sell cash-and- 
carry without knowledge of the desti- 
nation of the goods; and its delivery 
truck was not in Maryland upon a 
casual, non-recurring visit. Rather there 
has been a course of conduct in which 
the appellant has regularly injected 
advertising into media reaching Mary- 
land consumers and regularly effected 
deliveries within Maryland by its own 
delivery trucks and by common 
carriers. 

Jurisdiction over appellant in this 
suit was obtained when its motor ve- 
hicle was attached while it was being 
used in Maryland. (Pennoyer v. Neff, 
95 U. S. 714; Ownbey v. Morgan, 256 
U.S. 94). 

If appellant chooses to keep out of 
Marvland entirely, then the Maryland 
courts will of course have no jurisdic- 
tion over it. But as long as appellant 
chooses to do some business there, I 
see nothing in the Due Process Clause 
which would prevent Maryland from 
making it a collector for taxes on sales 
which appellant knows are destined for 
Maryland homes. 


The majority opinion 


While the passage just quoted from 
the Supreme Court’s dissenting opin- 
ion is significant thinking on this sub- 
ject, the taxpayer must, of course, take 
his cue for future action from the 
language of Mr. Justice Jackson speak- 
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ing for the majority in the court’s de- 
cision: 

“The decisions relied upon by Mary- 
land”, said the Court, “do not, in our 
view support her. This is not the case 
of a merchant entering a State to main- 
tain a branch and engaging in admit- 
tedly taxable retail business but trying 
to isolate some part of his total sales to 
nontaxable interstate commerce. Under 
these circumstances, the State has 
jurisdiction to tax the taxpayer and all 
that he can question on Due Process or 
Commerce Clause grounds is the valid- 
ity of the allocation. (See: Nelson v. 
Montgomery Ward & Co. 312, U. S. 
373; Nelson v. Sears, Roebuck & Co.,, 
312 U. S. 359; Norton Co. v. Depart- 
ment of Revenue, 340 U. S. 534.) 


Related Cases 

The nearest support for Maryland’s 
position is General Trading Co. v. State 
Tax Commission, (322 U. S. 335). The 
writer of this opinion dissented in that 
case and, whether or not in so doing 
he made a correct application of princi- 
ples of jurisdiction to the particular 
facts, it is clear that circumstances 
absent here were there present to jus- 
tify the Court’s approval of liability 
for collecting the tax. That was the 
case of an out-of-state merchant en- 
tering the taxing state through travel- 
ing sales agents to conduct continuous 
local solicitation followed by delivery 
of ordered goods to the customers, the 
only nonlocal phase of the total sale 
being acceptance of the order. Prob- 
ably, except for credit reasons, ac- 
ceptance was a mere formality, since 
one hardly incurs the cost of soliciting 
orders to reject. The Court could prop- 
erly approve the State’s decision to 
regard such a rivalry with its local 
merchants as equivalent to being a 
local merchant. But there is a wide 
gulf between this type of activity and 
aggressive operation within a taxing 
state and the occasional delivery of 
goods sold at an out-of-state store 
with no solicitation other than the in- 
cidental effects of general advertising. 
Here was no invasion or exploitation of 
the consumer market in Maryland. On 
the contrary, these sales resulted from 
purchasers traveling from Maryland to 
Delaware to exploit its less tax bur- 
dened selling market. That these in- 
habitants incurred a liability for the 
Use Tax when they used, stored or 
consumed the goods in Maryland, no 
one doubts. But the burden of collect- 
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ing or paying that tax cannot be shifted 
to a foreign merchant in the absence 
of jurisdictional basis not present here. 

In this view of the case we need not 
consider whether the statute imposes 
an unjustifiable burden upon interstate 
commerce. 


Taxability of printed matter 
Under New York City sales tax 


THE HEAD OFFICE of many large na- 
tional organizations frequently encoun- 
ters difficulty in determining the tax- 
ability of business transactions con- 
sisting of printed material delivered to 
the home office and later reshipped to 
branch offices outside of the city. 

Where such material is shipped di- 
rect from the printer to the branch 
offices outside of the city, it is clear 
that no tax applies. However, in some 
instances such material is delivered to 
another supplier for further processing, 
some of which final material is con- 
sumed within the city and some outside. 

The special Deputy Controller has 
granted relief in special circumstances, 
but in many other cases he has been 
forced to take a rigid position because 
of the inability to finally determine the 
place of ultimate consumption. Need- 
less to say in such cases there can fre- 
quently be duplication of taxes im- 
posed by more than one taxing 
jurisdiction. 

The answer to this problem seems to 
lie in setting up adequate records so 
as to definitely establish the place 
where the final article is consumed. 


Pennsylvania uses insurance 
reports to assess income taxes 
SOME COMPANIES WHO THOUGHT they 
were free of Pennsylvania corporation 
income tax recently have been sur- 
prised to receive an inquiry from the 
Department of Revenue. Pennsylvania 
is checking on all companies that file 
under its unemployment insurance 
system. I. H. Krekstein and James J. 
Murray assessed the strength of the 
Department’s position in the Pennsyl- 
vania CPA Spokesman recently. 

The Department of Revenue, they 
said, has taken the stand that all cor- 
porations giving employment in Penn- 
sylvania, as evidenced by their filing 
unemployment contribution reports 
with the Pennsylvania Bureau of Em- 
ployment Security, are liable for cor- 
porate income tax because such em- 
ployment constitutes activities creating 
income from sources within the State. 


“The department bases its rule on the 
language of the Pennsylvania Supreme 
Court in an opinion holding the tax 
invalid (Roy Stone Transfer Corpora- 
tion v. Messner, Penna. Sp. Ct., 3/24/- 
54).” 

It seems to Krekstein and Murray 
that the Attorney General of Pennsyl- 
vania does not interpret the decision 
to mean that the law is wholly uncon- 
stitutional. It is invalid only as applied 
to companies engaging in interstate 
activities in Pennsylvania such as the 
Roy Stone Transfer Corporation. 

The Court in its opinion summarized 
the following principles: 

“1. A State may not impose a tax 
on interstate commerce or the re- 
ceipts therefrom or the privilege of 
carrying it on. 

“2. A State may impose and col- 
lect taxes on corporations engaged 
exclusively in interstate commerce 
under all of the following conditions: 

“(a) The tax must be predicated 
upon the ownership of property 
within the taxing State, or upon local 
activities which occur within the 
State and are not an integral or 
realistically inseparable part of inter- 
state commerce. 

“(b) The property or activity 


taxed must be of such a local nature 

that it may not become the object of 

multiple State taxation. 

“(c) The tax must be fair and 
reasonable and there must be no dis- 
crimination between corporations en- 
gaged in interstate and intrastate 
commerce.” 

Obviously, the Department of Reve- 
nue’s “employment” test alone is not 
sufficient to establish liability for 
the tax. It may be an expedient method, 
administratively, for finding corpora- 
tions which may be liable for tax, but 
it is doubtful whether this alone is the 
dividing line between taxable and ex- 
empt status. 

Two Appeals, recently heard by the 
Dauphin County Court, Commonwealth 
v. National Lock Co. (151 Common- 
wealth Docket 1953) and Common- 
wealth v. Eastman Kodak Co. (215 
Commonwealth Docket 1953), may be 
the cases that will shed more light on 
what activities in Pennsylvania, of a 
corporation engaged exclusively in in- 
terstate commerce, will result in liabil- 
ity for the tax. In these cases the tax- 
payers do not maintain sales offices or 
any other business establishments in 
Pennsylvania. They have no inventories 
in the State, but some of their sales 





THE PENNSYLVANIA SUPREME COURT 
declared the 1951 Corporation In- 
come Tax Law invalid in Roy Stone 
Transfer Corporation v. Messner, et 
al. The tax in controversy is Penn- 
sylvania’s property tax on net in- 
come derived from sources within 
the State enacted for the express 
purpose of taxing (1) foreign cor- 
porations engaged exclusively in 
interstate and foreign commerce or 
not “doing business” in Pennsyl- 
vania, and (2) domestic companies 
not “doing business”. 

Roy Stone Transfer Corporation 
operated its motor trucks in Penn- 
sylvania over irregular routes pur- 
suant to a certificate of public con- 
venience issued by the Interstate 
Commerce Commission. No con- 
tracts, orders or solicitations for 
transportation of cargo were made 
or accepted within Pennsylvania, 
and no payments for transportation 
or services rendered were received 
by the corporation within the Com- 





Important facts in Roy Stone 


case 


monwealth. No office or terminal 
was maintained in Pennsylvania, and 
no employees performed any serv- 
ices within the state except those 
pertaining to the interstate trans- 
portation. Admittedly the Pennsyl- 
vania activities of the company were 
exclusively interstate commerce. 
The facts were clear. 

The Commonwealth attempted to 
convince the Court that certain 
events taking place within the State 
constituted local activity capable of 
forming the basis for the imposition 
of the tax in controversy. These 
acts consisted principally of receiv- 
ing protection in carrying out inter- 
state operations over Pennsylvania 
highways, the delivery of cargo from 
points outside the State and picking 
up cargo within the State. However, 
the Supreme Court decided that the 
local activity involved was such an 
integral part of the interstate proc- 
ess that, realistically, it could not 
be separated from it. 
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representatives reside in Pennsylvania 
and solicit orders within and outside 
the State for merchandise to be shipped 
from locatious in other states. In one 
of these cases, the sales representatives 


use company owned automobiles 
situated in Pennsylvania. The Court 
will have to decide whether the local 
residence of the salesmen and the own- 
ership of the car in Pennsylvania for 
the use by salesmen are relevant fac- 
tors and whether such activities are 
separable from the interstate activities. 
Possibly the residence in Pennsylvania 


of the salesman may be sufficient to 
establish the separability of the local 
activity. Possibly this alone may be 
insufficient, but when coupled with the 
ownership of company owned cars lo- 
cated in Pennsylvania, the local activ- 
ities are no longer integral but a sep- 
arable part of interstate commerce. 
Although it is doubtful that the final 
decision in these cases will clear up all 
of the uncertainties now existing there 
is no doubt that the findings of the 
Court will assist materially in clearing 
up several of the fundamental issues. 





U.S. Supreme Court upholds 


state tax on airline property 


THE U.S. SUPREME COURT, in a long- 
awaited decision, has held that a state 
may tax airline property used in sev- 
eral states. The Court applies the rail- 
road rule to airline property, and, in 
a 7 to 2 decision, says that neither the 
commerce clause of the Constitution 
nor the federal statute governing air 
commerce could be read to prevent 
Nebraska from imposing an apportioned 
ad valorem tax on aircraft landing in 
the state owned by an out-of-state 
airline having offices and home ports 
outside the taxing state. (Braniff Air- 
ways v. Nebraska State Board, 6/1/54) 
The facts in the case. Much interest 
has focused on this case, and much has 
been written about it. We found the 
analysis by Robert B. Olsen in Michi- 
gan Law Review, (vol. 52 at 744) use- 
ful. 

The plaintiff, an interstate air carrier, 
was incorporated in Delaware, and the 
home port of its planes was in Min- 
nesota, says Mr. Olsen. It conducted 
regularly scheduled flights in and be- 
tween twelve states. No landings were 
ever made in Delaware. Nebraska, one 
of the states in which landings were 
made by plaintiff, levied an ad valorem 
tax on a proportion of the flight equip- 
ment of the plaintiff measured by the 
proportion of the total use of the equip- 
ment that was attributable to Ne- 
braska.! Plaintiff contended that the 
commerce clause of the United States 
Constitution precluded Nebraska from 
imposing any tax whatever upon such 
flight equipment used in interstate 
commerce. In an original action for a 
declaratory judgment, held, the tax is 
valid. Mid-Continent Airlines, Inc. v. 
Nebraska State Board of Equalization 
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and Assessment, 157 Neb. 425, 59 N.W. 
(2d) 746 (1953) .? 

In view of the Supreme Court’s nu- 
merous pronouncements that multiple 
taxation of tangible personalty em- 
ployed in interstate commerce is pro- 
hibited by the commerce clause of the 
Constitution,? the courts have often 
been presented with the problem of 
determining exactly where such per- 
sonalty is subject to taxation, i.e., what 
constitutes a tax situs for roving per- 
sonal property? When Pullman’s Pal- 
ace Car Co. v. Pennsylvania® was de- 
cided, it was thought that a substantial 
step had been taken toward establish- 
ing a uniform rule on the matter. In 
that case, it was held that railroad cars 
of a company domiciled in another state 
were subject to taxation by Pennsyl- 
vania to an extent proportionate to the 
use made of such cars within Pennsyl- 
vania compared to the total use of the 
cars within and without that state. The 
Court abandoned the old rule that per- 
sonalty was taxable only at the domicile 
of the owner, and announced the adop- 
tion of a new rule which would sanc- 
tion proportionate taxation by those 
jurisdictions which provided protection 
and benefits to the owner, in his ca- 
pacity as owner, and in which the per- 
sonalty appeared regularly. Although 
the Pullman case has been followed 
closely in succeeding railroad cases,® 
the majority of the Supreme Court, in 
Northwest Airlines, Inc. v. Minnesota,’ 
gave it a construction which has served 
to raise new doubts as to the scope of 
the taxing power of non-domiciliary 
states. In the Northwest case, it was 
held that airplanes flying on regularly 
scheduled flights in interstate commerce 
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had not been shown to have acquired 
a taxable situs elsewhere than in Min- 
nesota, which was the “home port” and 
domicile of the owner.’ The vagueness 
of the Court on this point leaves it 
uncertain, howeve:. as to whether it 
was thought that the Pullman decision 
is inapplicable to airlines cases, or 
whether the tests satisfactory to create 
a non-domiciliary taxing situs, as set 
forth in the Pullman case, had not been 
met. In the principal case, it was found 
that Nebraska had acquired authority 
to leavy the proportional tax by virtue 
of the presence of plaintiff’s planes in 
the state at regular intervals.®. This 
would seem to be consistent with the 
Pullman decision, but in apparent con- 
flict with the Northwest decision.!° The 
latter decision indicates that the Su- 
preme Court is not entirely content 
with the idea that personalty should 
be taxed proportionately by the states 
in which it is used. The trend of recent 
decisions, nevertheless, is toward sus- 
taining the proportional tax of non- 
domiciliary, non-home port states. In 
several decisions rendered subsequent 
to the Northwest case, the Supreme 
Court has either sanction the propor- 
tional tax!! or declared invalid the tax 
of a domiciliary-home port state which 
has been levied upon the total value of 
such moving personalty.12 Although 
these decisions have not involved air- 
craft, the language employed by the 
Court is indicative of a willingness to 
treat the various types of interstate 
transportation on the same constitu- 
tional footing.!*. The principal case pre- 


1 Neb. Rev. Stat. (1943) §§77-1244 to 77- 
1250. 

2 The United States Supreme Court noted 
probable jurisdiction of this case on January 4, 
1954, in Braniff Airways, Inc. v. Nebraska 
State Board of Equalization and Assessment, 
74 S.Ct. 312. 

3 Standard Oil Co. v. Peck, 342 U.S. 382, 
72 S.Ct. 309 (1952), contains a recent affirm- 
ance of this rule. 

4 See generally on tax situs of personal prop- 
erty: 123 A.L.R. 179 (1939); 139 A.L.R. 1463 
(1942); 153 A.L.R. 270 (1944). 

5141 U.S. 18, 11 S.Ct. 276 (1891). 

® Johnson Oil Refining Co. v. State of Okla- 
homa ex rel. Mitchell, 290 U.S. 158, 54 S.Ct. 
152 (1933). 

7322 U.S. 292, 64 S.Ct. 950 (1944). 

8 Four justices entertained this view. Since 
Justice Black concurred on separate grounds, it 
became the deciding view. 

9On the negative side, the court concluded 
that no other state could tax the full value of 
the planes. 

10 The existence or non-existence of a tax 
situs in states other than Minnesota was not 
directly decided in the Northwest case, but 
evidence showing regular scheduled landings 
in these other states was held to fail to a- 
lish the existence of a tax situs in those states. 
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sents an opportunity for the Court to 
begin a retreat from the Northwest 
ruling because there is in this case no 
domiciliary state that qualifies as a 
tax situs for the flight equipment.!4 
Should the Supreme Court reject the 
proposition that a non-domiciliary 
home port state is the sole tax situs 
for airplanes, the persuasiveness of the 
Northwest decision would be diminished 
considerably. Since in that event pro- 
portionate taxation would be permitted 
either (1) when another state into 
which the vehicles travel is the domi- 
ciliary state, or (2) when another 
state is the non-domiciliary home port 
state, there would be little logical justi- 
fication for making an exception when 
the domicile and the site of the home 
port happen to coincide. The possibility 
remains, of course, that the Court will 
incline in precisely the opposite direc- 
tion, holding that the home port state, 
whether it be the domicile of the owner 
or not, is alone empowered to tax the 
roving personalty.!® Should the latter 
course be adopted, the entire doctrine 
of proportional taxation of “rolling 
stock” would probably be drawn into 
question. This would indeed be fortu- 
nate. The reasonableness of the doc- 
trine is to well established to warrant 
a reversal in favor of “home port” 
states,.!7 


Other comments. In addition to the 
foregoing by Mr. Olsen, you may find 
interesting the notes in Minnesota Law 
Review (vol. 38 at 276) and Nebraska 
Law Review (vol. 33 at 112). 


11 Ott v. Mississippi Valley Barge Line Co.., 
336 U.S. 169, 69 S.Ct. 432 (1949); Smoot Sand 
and Gravel Corp. v. District of Columbia, (D.C. 
Cir. 1949) 174 F. (2d) 505, cert. den. 337 
U.S. 939, 69 S.Ct. 1515 (1949). 

12 Standard Oil Co. v. Peck, note 3 supra. 

13 “We can see no reason which should put 
water transportation on a different constitu- 
tional footing than other interstate enterprises.” 
Ott v. Mississippi Valley Barge Line Co., note 
11 supra, at 175. When a case involving one 
form of transportation is being decided, pre- 
vious decisions involving other forms of trans- 
portation are invariably relied upon as prece- 
dents. 

14. Since none of the planes involved land 
in Delaware, that state is precluded from tax- 
ing them. Union Refrigerator Transit Co. v. 
Kentucky, 199 U.S. 194, 26 S.Ct. 36 (1905). 

15 Pullman’s Palace Car Co. v. Pennsylvania, 
note 5 supra; Standard Oil Co. v. Peck, note 
3 supra. 

16 See Justice Jackson’s concurring opinion 
in the Northwest case, note 7 supra, in which 
he advocates the adoption of this rule. 

17 For a novel application of the “home 
port” doctrine, see Chicago v. Willett Co., 344 
U.S. 574, 73 S.Ct. 460 (1953), where it was 
employed to sustain a city license tax on inter- 
state motor carriers. 
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Foreign aspects of taxation 


EDITED BY SIDNEY I. ROBERTS, LI.B., CPA, JOHN 
COSTELLOE, LI.B., AND JOHN WILCOX, LIB. 


Harvard study urges new class of corporation 


for taxation of foreign 


AN ALTOGETHER NEW CLASS OF U.S. cor- 
poration, called Foreign Business Cor- 
porations, is recommended for purposes 
of U. S. taxation of business done 
abroad. This is the principal recom- 
mendation of the plan recently pre- 
sented by the Harvard Law School’s 
International Program in Taxation to 
provide tax incentives for foreign in- 
vestment by U. S. companies and to 
simplify United States taxation of for- 
eign income. 

These recommendations are based on 
research into the policies and attitudes 
of American corporations toward for- 
eign investment, and the effect of tax- 
ation on decisions whether of not to 
invest abroad. 

The Harvard Program, which has 
been seeking to finance its work 
through contributions by corporations 
interested in taxation of foreign opera- 
tions, interviewed policy executives of 
about 40 companies. In addition, the 
authors analyzed, with the Bureau of 
Foreign Commerce of the Department 
of Commerce, the results of interviews 
conducted by it with over 350 business 
firms on the obstacles and impediments 
to foreign investments. 


Basis of Recommendations. From the 
analysis of these interviews, a number 
of conclusions emerged on the attitudes 
of businessmen toward foreign opera- 
tions and also on the effects of taxation 
on foreign investment decisions: 

1) In the past, United States taxation 
has had surprisingly little effect on for- 
eign investment decisions of companies. 

2) A reduction in the rate of United 
States tax on foreign income is not 
likely to have much effect on the 
amount of foreign investment by United 
States companies unless accompanied 
by other tax changes. 

3) Most United States companies pre- 
fer to finance foreign investments 


operations 


through reinvesting profits earned 
abroad. 

4) Most United States companies 
view their foreign operations as a unit 
distinct from domestic operations and 
include in foreign operations their ex- 
port and investment activities. 

5) Manufacturing investments in a 
foreign country tend to follow from 
developing a market in that country 
through exporting. 


Recommendations. The principal rec- 
ommendation is to establish a special 
class, for tax purposes, of American 
corporations called Foreign Business 
Corporations. Foreign Business Corpor- 
ations are designed to be the vehicle 
for all foreign operations and would 
be permitted to engage in export and 
to operate abroad directly or through 
foreign subsidiaries. United States taxes 
would be imposed on the income of 
a Foreign Business Corporation in the 
same manner as any other domestic 
corporation. However, the payment of 
the tax due on the income would be 
deferred until that income was distrib- 
uted directly or indirectly to its share- 
holders or used in the United States 
other than for foreign operations. A 
Foreign Business Corporation could in- 
vest its funds in bank accounts here 
and in United States government bonds. 
The tax rate on the distributed income 
of a Foreign Business Corporation is 
suggested as 85% of the regular corpo- 
rate tax rate. A corporate shareholder 
of a Foreign Business Corporation 
would pay no intercorporate dividends 
tax on receipt of a distributicn. 

In this manner, the foreign opera- 
tions of American companies would be 
put upon a remittance basis. United 
States tax would be deferred until the 
income was distributed. Funds earned 
from export or investment could be 
accumulated for further foreign invest- 
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ment without imposition of United 
States tax. Under this proposal all 
foreign activities would be taxed in the 
same way whether organized as foreign 
subsidiaries or branches. The law would 
also be simplified by doing away with 


the special provisions for Western 
Hemisphere Trade Corporations and 
corporations operating in United States 
possessions. 

The report suggests a number of 
technical changes to implement this 
policy. Income from exports would be 
considered as foreign if the goods were 
destined for use or consumption abroad. 
Special provisions are proposed for for- 
eign extractive activities and banks op- 
erating abroad. The per-country limi- 
tation on the foreign tax credit would 
be removed in recognizing the unitary 
nature of foreign operations. 


Tax Revenue Aspects. The amount of 
revenue now collected by the United 
States from export and foreign invest- 
ment amounts to between $900 million 
and $1,000 million. Of these sums, $200 
million is collected on income from 
direct private foreign investment and 
$700 million to $800 million on export 
earnings. 

With so much revenue involved, the 
report points out that any tax incentive 
proposal based on a substantial cut in 
the rate of tax on foreign income will 
be exceedingly expensive unless export 
earnings can be excluded from the tax 
reduction. Therefore, the report con- 
siders the various methods of exclusion 
that have been suggested. It concludes 
that a satisfactory distinction cannot be 
drawn because a definition that will ex- 
clude all export will also exclude many 
forms of investment income from the 
benefits and, conversely, a definition 
that includes all investment income 
necessarily includes substantial export 
earnings. 


H.R. 8300. The report concludes that 
the provisions of H.R. 8300, as passed 
by the House of Representatives, deal- 
ing with foreign activiites of United 
States firms, fail to. distinguish ade- 
quately between investment and export 
income, will be very difficult to admin- 
ister, and are discriminatory in treating 
differently firms engaged in substan- 
tially similar activities. The proposal, 
it is believed, would not prove an in- 
centive to new foreign investment. 

The conclusion that United States 
taxation has had surprisingly little ef- 
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fect on foreign investment decisions is 
likely to raise a storm of protest. We 
are looking forward to the report, 
which the International Program in 
Taxation plans to publish, at a later 
date, on the results of its own and the 
Department of Commerce interviews 
on the manner in which foreign invest- 
ment decisions are made by United 
States firms and the factors they 
weighed in these decisions. 


The report is entitled “United States 
Tax Incentives to Direct Private For- 
eign Investments.” It was written by 
E. R. Barlow, Assistant Professor, Har- 
vard Business School and Ira T. Wen- 
der, Assistant Director, Harvard Law 
School’s International Program. Copies 
of the report may be obtained for $1.50 
each from the International Progiam in 
Taxation, Harvard Law School, Cam- 
bridge, 38, Massachusetts. 





Can we expect IRS to 
in taxing Supplement 


THE COURT WAS FACED with two interest- 
ing problems in Marsman v. Commis- 
sioner. Mary A. Marsman was a citizen 
and resident of the Philippines. On 
September 22, 1940 she became a resi- 
dent of the United States. Mrs. Mars- 
man owned all of the stock of a for- 
eign personal holding company. The 
stock ownership requirement of § 331 
was met for the year 1940 because at 
some time during the last half of the 
taxable year Mrs. Marsman, the sole 
stockholder, was a resident of the 
United States. 

The question with which the Court 
was faced was whether the undis- 
tributed Supplement P net income of 
the foreign personal holding company 
which was required to be included in 
the gross income of Mrs. Marsman 
under § 337 included all of the income 
of the corporation for the taxable year 
1940, or only that portion of it which 
was earned by the corporation after 
Mrs. Marsman became a resident. 

The Tax Court, relying on the literal 
wording of § 337, had held that the 
entire amount of the undistributed 
Supplement P net income was includi- 
ble in Mrs. Marsman’s income. The 
Circuit Court reversed on the ground 
that a literal reading of the statute was 
not necessary since the policy under- 
lying the statute was fully satisfied if 
the tax was paid on that portion of the 
undistributed Supplement P net in- 
come which was earned during the 
period of Mrs. Marsman’s residence in 
the United States. 

The second question involved the 
amount of foreign tax credit allowable 
to Mrs. Marsman for the taxable year 
1941. In that year Mrs. Marsman paid 
her Philippine income tax for the year 
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follow Marsman case 
P net income? 


1940 and paid a substantial deficiency 
in Philippine income tax for the year 
1938. The Commissioner disallowed any 
credit for the taxes applicable to the 
year 1938 and that portion of the tax 
for the year 1940 which was applicable 
to the period during which Mrs. Mars- 
man was a nonresident of the United 
States. In this instance both the tax- 
payer and the Circuit Court sustained 
the Commissioner’s position. The ra- 
tionale of the Circuit Court is that 
since the purpose of the foreign tax 
credit was to eliminate the double 
taxation of income and since income 
from sources without the United States 
earned by Mrs. Marsman at the time 
that she was a nonresident alien could 
not possibly be subject to tax in the 
United States, a foreign tax credit in 
respect of taxes paid with respect to 
such income was not allowable. 

The Court introduces what is in 
effect a third limitation upon the for- 
eign tax credit. The problem is not a 
new one and has arisen in the past in 
connection with the allowance of a 
foreign tax credit in respect of items 
of income taxed abroad but exempt in 
the United States.1 

In this situation, also passed upon by 
the Fourth Circuit, the Court held that 
the credit was allowable in full and 
that there was no warrant for the im- 
position of any further limitations not 
called for by the statute. The Fourth 
Circuit distinguished the Marsman 
case from its earlier decision on the 
ground that there only the amount of 


1 Edward J. Nell, 1 TCM 48 (1942), aff'd, 
139 F.2d 865 (4th Cir. 1944). (Income 
exempt from U.S. tax because derived entirely 
from sources within a possession of the 
United States.) 
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the allowable credit was involved since 
at the time the income was earned the 
taxpayer was clearly eligible for the 
credit, whereas here the right to the 
credit was involved inasmuch as the 
taxpayer at the time the income was 
earned was a nonresident alien and 
hence ineligible for the credit. 

While this may be an adequate basis 
for distinction, though we do not con- 
cede that it is, the stated rationale in 
the instant case, namely, the impossi- 
bility of double taxation, does not 
justify this distinction. Certainly no 
double taxation can exist with respect 
to an item of income which is excluded 
from gross income for United States 
tax purposes, whatever the reason for 
its exclusion. The real justification for 
the earlier decision by the Fourth Cir- 
cuit is that the foreign tax credit is not 
designed to operate on an item-by- 
item approach. 

The reader is, of course, aware of 
the fact that the limitations prescribed 
by Section 131(b) operate in terms of 
United States concepts of net income. 
To the extent that these concepts differ 
from the foreign concepts of net in- 
come, the foreign tax may not have 
been paid with respect to the same 
income which constitutes the tax base 
for United States tax purposes. These 
varying concepts of net income may 
stem from differences as to concepts 
of gross income? resulting either from 
different theoretical concepts or from 
policy considerations which prompt the 
exclusion of certain items from gross 
income even though they constitute in- 
come in the theoretical sense. Further- 
more, in the usual case it is not to be 
expected that the foreign country 
would permit the same deductions in 
every instance as does the United 
States, again producing variations be- 
tween the United States and foreign 
concepts of net income. Nevertheless, 
presumably for administrative reasons 


2Of course, as these differences become 
more and more acute, something akin to an 
item-by-item approach may be justified on the 
ground that the foreign tax is not an income 
tax. See L. Helena Wilson, 7 T.C. 1469 
(1946) in which a Canadian income tax 
which included legacies in the tax base was 
held to be to that extent not an income tax 
and hence ineligible for the credit. 

31. B. Dexter, 47 BTA 285 (1942) (in- 
volving long term capital gains recognized to 
the extent of only 50%), acq. 1948-2 Cum. 
Bull. 1, James H. Brace, 11 TCM 906 (1952). 
The Brace case also adopts the previously men- 
tioned distinction of the Marsman case. 

# Rev. Rul. 54-15, IRB 1954-2, 17. 

5 53-2 USTC Par. 9507 (1953). 


these differences are normally disre- 
garded. This appears to be the legisla- 
tive mandate since the statute is geared 
entirely to our concepts of net income. 
Similarly where the taxpayer credits 
his tax on a cash basis the foreign tax 
credited is again not paid in respect 
of the foreign income included in gross 
income in the year in which the credit 
is taken. Thus, while from a broad 
policy standpoint the Court’s decision 
may have some justification, it does not 
appear to be warranted by the lan- 
guage of the statute and is contrary to 
several other cases which have re- 
jected the so-called item-by-item 
approach.? Indeed, after considerable 
vacillation, the Commissioner himself 
finally rejected the item-by-item ap- 
proach.* 

The Commissioner, after reviewing 
the cases and his earlier indecision on 
the subject, announced that no good 
purpose was to be served in question- 
ing the long-standing precedents of the 
earlier decided cases and consequently 
“the credit for taxes paid to a foreign 


country or a possession of the United 
States allowable under Section 131(a) 
of the Internal Revenue Code will be 
limited in application only as ex- 
pressly provided in Section 131(b) of 
the Code.” 

After reconsidering its opinion the 
Fourth Circuit affirmed its original 
position that there was no inconsis- 
tency between the current decision and 
the earlier cases referred to.5 

Since the Commissioner’s ruling dis- 
cussed above came after the Marsman 
decision, it may be that the Commis- 
sioner does not intend to follow it. 
Certainly there appears to be little 
justification for refusing to impose an 
additional limitation on the foreign tax 
credit where the foreign taxes were 
imposed upon income specifically ex- 
cluded from the gross income of citi- 
zens under some provision of the In- 
ternal Revenue Code and to impose 
such an additional limitation because 
the tax was paid upon foreign income 
excluded from gross income because 
the taxpayer was a nonresident alien. 





What exchange rate shall be used in con- 


verting foreign taxes paid into U.S. currency 


A DOMESTIC PARENT CORPORATION which 
receives dividends from a foreign sub- 
sidiary is deemed to have paid a por- 
tion of the income taxes paid by such 
foreign subsidiary to foreign countries 
or possessions of the United States, 
IRC § 131(f). Thus far only two cases 
have passed on the question of the rate 
of exchange to be used in converting 
such foreign taxes into U. S. currency.’ 


The Bon Ami case had held that the 
appropriate rate of exchange is the 
one in effect on the date the dividend 
is declared whereas the more recent 
American Metal case held that the 
proper rate of exchange was the one 
in effect on the date the tax is paid. 
The only factual difference between the 
two cases deemed to be of any sig- 
nificance by the court in American 
Metal is that in Bon Ami the books of 
the subsidiary were kept in terms of 
foreign currency whereas in the instant 
case the books were kept in terms of 
U. S. currency. Thus in the former case 
there was no occasion to convert the 
foreign taxes into U. S. currency “until 
the dividend was paid and the credit 
computed”, (p. 887) whereas in the 


latter case, the entire accounts being 
throughout in terms of U. S. currency, 
“no foreign exchange problem arises”. 

Let us consider for a moment the 
rationale of the decision in the Bon 
Ami case. The taxpayer there had 
argued that the only date on which it 
could have been deemed to have paid 
the foreign taxes was the date on 
which such taxes became due and pay- 
able. The Court replied: 

“This argument goes too far for the 
petitioner’s own good. The stipulation 
of facts shows that only a small part 
of the taxes were paid in 1933 and most 
of the payments were made prior to 
1933. The only allowance of credit is 
for ‘taxes paid or accrued during the 
taxable year to any foreign country.’ 
Subsection (a). Thus, if the domestic 
corporation is to be deemed to have 
paid the taxes at the same time that 
the taxes were actually paid by the 
foreign corporation, the petitioner 
would be entitled to credit for only a 
proper portion of the taxes actually 
paid during the taxable year. . . . The 


1 American Metal Co., 19 TC 879 (1953); 
Non-Acq. 1953-1 Cum. Bull. 7; Bon Ami Co., 
39 BTA 825 (1939). 
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domestic parent is being taxed only on 
the dividends received in the taxable 
year reduced to American dollars at 
the rate of exchange applicable on the 
date of the declaration. Prior to the 
declaration of that dividend neither 
the earnings nor the taxes of that for- 
eign subsidiary had in any way af- 
fected the income tax liability of the 
domestic corporation.” 39 BTA at 827-8. 

It does not appear to us that the 
distinction of the Bon Ami case of- 
fered by the Tax Court is adequate to 
sustain the difference in result. Logi- 
cally, therefore, the two cases must be 
viewed as inconsistent. 

The policy underlying § 131(f) ap- 
pears to be at odds with the legal con- 
clusion reached in American Metal. 

Section 131(f) is apparently de- 
signed to operate so as to provide, 
within the limitations of § 131(b), a 
credit for foreign taxes paid by a for- 
eign subsidiary at the rate applicable to 
its foreign income. The rule of the 
American Metal case usually yields a 
result which is at variance with this 
principle. For example: 

Foreign subsidiary, S, earns 100,000 
pesos in 1950 with respect to which it 
pays a tax of 30,000 pesos. At the time 
of the payment of the tax the peso is 
worth $1.00 in United States currency. 
In 1954, S declares a dividend to its 
parent, P, of 70,000 pesos out of its 
1950 earnings. At that time the peso is 
worth only $.50. Under Section 131(f), 
P is deemed to have paid 21,000 pesos 
of the tax paid by S upon its accumu- 
lated profits. The dividend is, of course, 
convertible at the current rate of ex- 
change so that P’s dividend income is 
$35,000. Converting the tax at 1950 
rates, P will be deemed to have paid a 
tax with respect to the $35,000 divi- 
dend of $21,000. Although the limita- 
tion of § 131(b) will reduce the allow- 
able credit in this instance to $18,200, 
the credit will still be allowed at a rate 
far in excess of the 30% rate at which 
the foreign tax was originally paid. 

Despite our belief that the American 
Metal and Bon Ami cases are basically 
inconsistent, the fact that the Tax 
Court considers the cases distinguish- 
able suggests that the result reached 
may depend on whether the books of 
the foreign subsidiary are kept in 
terms of foreign currency or U. S. 
currency. 


2Congress has recognized the existence of 
this relationship in the last clause of Section 


119(a)(2)(B). 
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At this point the reader might well 
ask if our analysis and criticism of 
the American Metal case is not incon- 
sistent with our criticism of the item 
by item approach adopted in the Mars- 
man case. We feel that these seemingly 
different approaches to the two cases 
are justified by the different policy 
considerations underlying the law in- 
volved. Section 131(f), designed though 
it is to minimize the effect of double 
taxation, indeed does not appear to be 
intended to deal with the international 
double taxation with which Section 
131(a) deals. Rather, section 131(f) 
should be analogized to the dividends 
received credit in as much as, whether 
by design or otherwise, Section 131(f) 
accomplishes with respect to dividends 
from foreign corporations what the 
dividends received credit accomplishes 
with respect to dividends of domestic 
corporations and foreign corporations 
subject to tax in the United States.” 
The purpose of mitigating the double 
taxation of corporate income at the 
corporate level is served in respect of 
domestic corporations and those for- 
eign corporations whose income is 
taxed in the United States by an in- 
come credit since in the usual case the 
income of the corporation declaring the 
dividend will be taxed at approxi- 
mately the same rate as the corpora- 
tion receiving the dividend. Since in 
the case of a foreign corporation not 
subject to tax in the United States the 
rate of tax will usually be different 
from the United States tax, a tax credit 
device is used to accomplish the same 
result, because in this situation a miti- 
gating device is needed only if the 
foreign country taxes corporate income 
and then only to the extent thereof. 
Consequently, the principle laid down 
by the American Metal case by allow- 
ing a tax credit at a different rate than 
the one at which the tax was actually 
paid by the foreign corporation devia- 
tes from the apparent purpose of 
Section 131(f). 

While it is true that the dividends 
received credit, being an income 
credit, might result in a greater or 
lesser tax benefit in the year in which 
the credit was taken because of dif- 
ferences in the tax rate between the 
year in which the income was earned 
and the year in which the dividend was 
declared, this can be said to result 
from a Congressional decision to dis- 
regard these rate fluctuations by af- 
fording the desired relief via an in- 
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come credit. By enacting Section 131(f) 
Congress has obviously decided that in 
the case of dividends paid by foreign 
corporations intercorporate double tax- 
ation was to be mitigated on a more 
exact basis. 

In order to achieve anything ap- 
proaching exactness, it is essential that 
the dividend and the tax paid with 
respect thereto be converted at the 
same rate. As a rule this is best ac- 
complished by converting the tax at 
the dividend date in as much as the 
rate of exchange then in effect is used 
to convert the dividend. However, 
where the foreign corporation regu- 
larly converts its foreign income 


promptly to dollars or dollar invest- | 


ments, it would appear to be equally 
inequitable and unsound to convert 
the foreign tax at the rate of exchange 
in effect at the date the dividend is 
paid since in this case again fluctua- 
tions in the exchange rate might result 
in a credit at a rate which bears no 
relation to the rate at which the tax 
was paid. Thus viewed, the Tax Court 
in the American Metal case apparently 
was groping for a very sound idea. The 
fact that the foreign corporation kept 
its books in dollars should, we believe, 
be immaterial. But if the books are 
kept in dollars because the income is 
regularly converted into dollars on a 
current basis the rule of the American 
Metal case would appear to be correct. 


Canadian income tax data 

can be made public 

THE SUPREME COURT OF CANADA has 
ruled that the courts can compel the 
government to produce confidential 
income-tax returns. In a unanimous 
decision, the Court rejected an appeal 
by the government, and said that in 
indictable offenses even though the 
taxpayer had been told his tax return 
was confidential, the facts must be 
revealed. 


New decisions 

REFUND UNDER TAX TREATY. The Com. 
missioner properly denied refund o 
taxes withheld on securities owned FE, 
Netherlands Corporation, which file« 
no return. The Regulations under the 
Treaty requiring the filing of a return 
are reasonably required to carry out 
provision of Treaty. N. V. Levensver- 
zekering-Maatschappi van “De Neder- 
landen” v. U. S., DC-Conn., 3/20/54. 


——— 
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THE TAXATION OF INDIVIDUALS 


Personal tax problems 


EDITED BY BENJAMIN HARROW, J.D., CPA 


lt’s difficult to prove that money 


received in connection 


NOWHERE DOES THE TAX LAW get into 
more subjective ground than in trying 
to decide intention when money 
changes hands. The trouble is worse 
confounded when that intention gov- 
erns taxability. 

Some very interesting comments on 
this question arise in the Tax Court’s 
decision in Webber (21 TC No. 82). 

Here is involved the question of 
whether the receipt of money was non- 
taxable as a gift, excludable from gross 
income under section 22 (b) (3), or 
includible as income from a business 
or “income derived from any source 
whatever” under section 22 (a). 

The taxpayer was a minister who 
conducted nonsectarian religious pro- 
grams over the radio. He was assisted 
by his wife who added music and 
poetry to the program. In response to 
solicitations made on the program, 
listeners sent in contributions. These 
were classified into five categories de- 
pending upon the designation made by 
the listeners—for the support of the 
radio program, for the support of mis- 
sions, for the sale of Bibles, etc., for 
the taxpayer and his wife personally, 
and undesignated contributions. 

All receipts were reported as taxable 
income except those for the support of 
missions and those for themselves per- 
sonally. Contributions for the support 
of missions were considered to be 
charitable contributions made by the 
listeners. Contributions for the tax- 
payers personally were deemed by 
them to be nontaxable gifts. 

The Court held that in putting on 
the radio programs the taxpayers were 
conducting a business for profit. A part 
of the contributions was used to pay 
the expenses of the business and what 
they kept for themselves represented 
compensation for their personal efforts. 


with work is a gift 


While there was no legal obligation on 
the part of the contributors to make a 
contribution there was a desire to com- 
pensate the taxpayers and enable them 
to continue their broadcasts. A legal 
obligation is not necessary to make a 
payment income to the recipient (Poor- 
man, 131 F(2d) 1946). 

The evidence showed that contribu- 
tions for the taxpayer were heavier in 
August, the month of his birthday, and 
in December (Christmas time). It was 
contended that those contributions at 
least were birthday gifts and Christmas 
gifts. The Court could not see it that 
way, saying all monies received were 
made in the regular course of their 
business and represented compensation 
for services, all taxable under section 
22 (a). 


The five year statute of limitations 

Another issue was argued in this 
case. A number of years were involved 
and the taxpayer maintained that all 
years were barred, except those within 
the three year period of limitations. 
The commissioner argued that the five 
year statute was applicable since gross 
income in excess of 25% of that re- 
ported had been omitted. At issue then 
was the meaning of gross income when 
applied to the business of conducting a 
radio program. The Commissioner de- 
termined gross income by deducting 
from the gross receipts for the support 
of the radio program the direct costs 
of the program. That would be the ac- 
counting set up. The regulations (sec- 
tion 39.22 (a) (5) provide that “in the 
case of a manufacturing, merchandis- 
ing, or mining business, gross income 
means the total sales, less the cost of 
goods sold ...In determining gross 
income, subtractions should not be 
made for depletion allowances based on 


discovery value or percentage of in- 
come, selling expenses, or losses, or for 
other items not ordinarily used in com- 
puting cost of goods sold.” The Court 
held that the regulation does not apply 
to the business of conducting a radio 
program, since nothing was sold. Only 
personal services were furnished. There 
is apparently “no authority that some- 
thing known as the direct costs ... 
must be subtracted in a case like this.” 
Presumably in a service business gross 
income is synonymous with gross 
receipts. 


Personal holding company dangers. 
This is important to a taxpayer whose 
tax liability is dependent upon gross 
income. In determining whether a tax- 
payer is a personal holding company 
there is a gross income requirement in 
that 80% of gross income for the tax- 
able year must be personal holding 
company income. In a service business 
a taxpayer may escape the personal 
holding company classification if the 
80% determination is based upon gross 
receipts, a larger figure than one de- 
termined by first deducting something 
in the nature of direct costs. This 
situation arose in the Woodside Acres 
case (134 F.(2d) 793 Affg. 46 B TA 
1124) where the Second Circuit held 
that gross income from the operation 
of a farming enterprise is not the gross 
receipts from the sale of farm products, 
but such receipts reduced by the direct 
expenditures properly allocated to the 
processes of production. In a later case 
(Garrett Holding Corp. 9 TC 1029) two 
dissenting judges held that gross re- 
ceipts and gross income should be 
synonymous in such cases. 


Effect of HR 8300. It should be noted 
that the proposed new Revenue Code 
of 1954, as passed by the House, has 
attempted a clarification of the term 
gross income in relation to the five 
year statute of limitation. Section 6501 
(e) (1) (A) (i) provides that “in the 
case of a trade or business, the term 
‘gross income’ means the total receipts 
from the sale of goods or services . 

prior to diminution by the cost of such 
sales or services.” The Proposed Code 
further provides that if an amount is 
omitted from gross income but dis- 
closed in the return, or in a statement 
attached to the return in a manner 
adequate to apprise the Secretary or 
his delegate of the nature and amount 
of the item, such item will not be con- 
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sidered as an omission in determining 
the extended period of limitation. 

Another change in the proposed code 
is an extension of the limitation period 
from 5 years to 6 years where there is 
a 25% omission from gross income. 


New decisions 





Personal businesses expenses 


BUSINESS EXPENSE. In order to aid 
agents in deciding what evidence is re- 
quired to support amounts claimed, 
when the agent is satisfied some allow- 
ance is proper, new Mim. 54-92 states: 

1. An acceptable approximation of 
items not fully supported by docu- 
mentary proof may be developed 
through use of secondary sources (such 
as prevailing hotel and restaurant costs, 
fares, auto mileage cost, etc.). 

2. In this connection consideration 
should be given to reasonableness of 
claimed expenditures in relation to in- 
come, accuracy of other items more 
easily recorded, general credibility of 
taxpayer, etc. 

3. “Disallowing amounts claimed for 
such items merely because there is 
available no documentary evidence 
which will establish the precise amount 
beyond any reasonable doubt, ignores 
commonly recognized business practice 
as well as the fact that proof may be 
established by credible oral testimony. 
Mim. 54-92. (Issued also as Rev. Rul. 
54-195.) 


EXPENSES AWAY FROM HOME. Taxpayer 
was a pipe fitter who worked on jobs 
over a wide area. In 1941 he bought a 
home in Missouri. He worked for all of 
1948 and 42 weeks in 1949 on one con- 


. struction job in Kansas City. Tax Court 


held that his home is the place of em- 
ployment and no expense of living 
there is allowable. Walter McBreen, 
TCM 1954-42. 


UNION DUES AND PENSIONS. Assessments 
for union old-age funds are deductible 
as business expense, the member hav- 
ing no vested right to participate in 
fund. Pensions paid by the fund are 
not gifts since they are in consideration 
of assessments paid. They are taxable 
income. Rev. Rul. 54-190. 


EXPENSES AWAY FROM HOME. Tax- 
payer’s residence was in New Orleans, 
where his wife also worked. His job 
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was in Baton Rouge. His expenses at 
Baton Rouge not allowed — the job did 
not require travel. Nor were wife’s ex- 
penses at New Orleans deductible; 
those were personal and family living 
costs and, if allowed, would open door 
to evasion. Hammond v. Comm., CA-5, 
5/11/54. 


Divorce & alimony 


Aurmony. Tax Court finds that pay- 
ments to divorced wife were not ali- 
mony but were for release of her in- 
terest in former community property. 
J. S. Thompson, 22 TC No. 39. 


Aurmony. Although the property settle- 
ment incorporated in divorce decree 
provided for twenty-four monthly pay- 
ments of $270, the taxpayer contended 
that the payments were not installment 
payments of a principal sum. His 
former wife had consented to a reduc- 
tion upon reduction in his salary. The 
Court holds that the taxpayer did not 
prove that the obligation to pay was 
subject to a contingency which oc- 
curred and made the liability periodic. 
Clay M. Prewett, 22 TC No. 38. 


Aurmony. The Tax Court had disal- 
lowed deduction of monthly payments 
of $250 on the ground that since these 
payments were required for a specified 
time only (June 1945 to May 1951) 
there was an implied principal sum 
being paid in installments and there- 
fore not deductible as provided in the 
statute. Circuit Court reverses on the 
ground that no principal sum was men- 
tioned in the agreement incorporated 
in the decree. Myers v. Comm., CA-9, 
5/10/54. 


LEGAL EXPENSE TO REDUCE ALIMONY. The 
taxpayer’s former wife brought suit for 
alimony payments which the taxpayer 
contended were not due because she 
remarried. While his appeal from a de- 
cision against him was pending, they 
agreed on a reduced payment. The tax- 
payer claimed deduction of legal fees. 
The Court would not accept the argu- 
ment that expenses to reduce a liability 
are deductible as incurred for the pro- 
duction of income. Hunter v. U. S., DC 
NY, 5/4/54. 


DAMAGES COLLECTED AS PROVIDED IN DI- 
VORCE PROPERTY SETTLEMENT. Taxpayer’s 
separation agreement (later incor- 
porated in divorce decree) provided for 


July, 1954 


equal division of damages being sought 
for loss of profit in business she and 
her husband had operated as partners. 
Tax Court held the receipt taxable in- 
come under general rule that damages 
for loss of profit are taxable. Tax- 
payer had claimed this was non-tax- 
able as a division of property under 
divorce decree, but Court saw it as 
related to dissolution of business part- 
nership, not to marital rights. Miriam 
Finley Schwartz, TCM 1954-54. 


COMMUNITY INCOME WHILE SEPARATED. 
Couple had lived in California. They 
separated and wife moved to Iowa. 
Since, under California law applicable 
to 1948, she still retained right to com- 
munity property, she is taxable in 1948 
on share of community income but not 
on support payments sent her by hus- 
band. Marjorie Hunt, 22 TC No. 32. 


Acquiescence — PREMIUMS ON LIFE IN- 
SURANCE. Tax Court held that taxpayer, 
a divorced wife, was not taxable on the 
premiums on life insurance paid by the 
husband on policy on which she was 
beneficiary. She was not the owner, 
her rights were contingent on her sur- 
vival and would be lost by remarriage. 
The policy merely protected her 
monthly alimony. Lillian Bond Smith, 
21 TC No. 40, Acq. IRB 1954-20, 4. 


Capital gain 


REAL ESTATE HELD FOR SALE. In 1947 tax- 
payer and four others bought a com- 
munity of 18 resort cottages. They were 
immediately advertised for sale and 
were sold over four years. Prior to sale 
they were rented. Tax Court finds that 
the property was held for resale and 
gain is ordinary income. Harry W. 
Goodman, TCM, 1954-43. 


SALE OF RENTAL UNITS. The Circuit 
Court affirms the decision of the Tax 
Court that profit on sale of war rental 
housing units is ordinary income. The 
Tax Court found they were built for 
rental purposes (in 1941). The project 
lost money and many were vacant in 
1945. It was decided to sell and active 
campaign was undertaken. Sixty-one of 
the total of 148 were sold in 1946. The 
Court rejected the taxpayer’s argu- 
ment that the houses were held for 
sale not in the ordinary course of 
business but in liquidation. The Court 
said it was engaged in the business of 
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selling. The Home Company v. Comm. 


LOSS OF INVESTMENT IN ILLEGAL BUSI- 
ness. Taxpayer put up the funds to 
open illegal club to sell intoxicating 
liquor in Kansas. After a raid and loss 
of its inventory, it was closed. Tax 
Court held that to allow the loss would 
violate public policy. Evidence offered 
as to cost of liquor sold was vague and 
petitioner was held not to have sus- 
tained his burden of showing the cost 
of the “legitimate expenses of this il- 
legitimate business.” Hiram E. Bowles, 
TCM 1954-55. 


BALLET THEATRE NOT PROFIT VENTURE. 
The Second Circuit agrees with the 
Tax Court that the funds advanced as 
loans to Ballet Theatre were given to 
aid the art; that the business motive 
was, at most, very incidental. The tax- 
payer’s unconcern for the repayment 
of her loans was obvious and negatived 
the profit motive. Ewing v. Comm., 
CA-2, 5/28/54. 


Business transactions 


CaPITAL ‘ASSET. Taxpayer is found to 
have bought hotel properties for invest- 
ment and operation. Though some were 
not held long, the initiative for pur- 
chase and sale came from others. 
Harry Simberg, TCM 1954-44. 


STOCK TRADING FOR RELATIVES. The tax- 
payer had agreed with certain relatives 
that he would open accounts for them 
for trading in securities and commodi- 
ties. He made the initial deposit. He 
would bear any net loss; profit would 
be applied first to reimbursing him and 
then 50% to relative and 50% to him. 
Tax Court held that profit must be al- 
located in accordance with capital in 
account. The original deposit plus 50% 
of the earnings are taxpayer’s capital 
and other 50% represents the owner 
of the account. Clay H. Brock, 22 TC 
No. 40. 


BUSINESS GIVEN TO FAMILY. The Com- 
missioner asserted that income from 
stores which had been given to mem- 
ber of the taxpayer’s family was 
really income of taxpayer. The Tax 
Court found a bona fide gift. John H. 
Denmark, TCM 1954-48. 


CaPIraL ASSET. Housewife who, two or 
three times, bought cotton realized 
capital gain. She acted on the advice 





of her husband, who was in the cot- 
ton merchandising business. But the 
Court finds that she was not in busi- 
ness, hence capital gain resulted 
Weaver v. Henslee, DC Tenn, 3/12/54. 


Certiorari denied — SELF-EMPLOYMENT 
tncoME. Fifth Circuit had held that 
self-employment tax constitutional. 
Cain v. U. S., cert. den. 6/7/54. 


SELF-EMPLOYMENT. Income received 
from sale of Christmas trees growing 
with little cultivation on cut-over tim- 
ber land is taxable as self-employment 
income. While income from agricultural 
labor is excluded from self-employment 
tax, the exemption is applicable only 
if the work is done on a farm. Uncul- 
tivated land or forest is held not to be 
a farm. Rev. Rul. 54-194. 


SELF-EMPLOYMENT TAX. On the facts, 
brothers found to be operating farm as 
partners. Working partner, not being 
employee, is not subject to employment 
taxes. Self-employment tax is not ap- 
plicable because agriculture is ex- 
empted. Rev. Rul. 54-170, IRB 154- 
20, 11. 


BUSINESS BAD DEBT TO “INVESTOR”. Tax 
Court finds that taxpayer was in the 
business of lending money and allowed 
a bad debt as business. The taxpayer 
made numerous loans to enterprises in 
the woolen business in the 15 to 20 
years prior to his death; he made per- 
sonal loans and mortgage loans; fre- 
quently he made the loans after the 
bank turned the loan down; he gen- 
erally had between $12,000 to $70,000 
out on loan, in largest part to woolen 
mills. Estate of Morris H. Cone, TCM 
1954-56. 


Miscellaneous 


YEAR OF WORTHLESSNESS OF DEBT. Tax- 
payer claimed bad debt loss in 1947 on 
1925 loan on which no payment of 
principal or interest was ever made. 
Court held taxpayer did not prove that 
worthlessness occurred in 1947. Watson 
v. Fahs, DC Florida, 4/19/54. 


RESIDENCE IN FOREIGN COUNTRY. The Tax 
Court found that taxpayer was a bona 
fide resident of China in 1948 with the 
results that salary earned there is tax 
free. Taxpayer worked for UNRRA and 
FAO, and after leaving China, went to 
Moscow and Korea. Tax Court found 





his intention was to stay in foreign 
work despite the short term contracts 
on each assignment. Burlin B. Hamer, 
22 TC No. 45. 


NON-BUSINESS BAD DEBTS. Taxpayer, an 
attorney, was found by Tax Court to 
have valid claims against clients. He 
had advanced money to their corpora- 
tion on their notes and had been co- 
maker with corporation on bank loans. 
However, the debts (worthless upon 
insolvency of the corporation) were 
non-business because the few loans 
made by taxpayer did not amount to 
the business of financing his clients. 
Max Putnam, TCM, 1954-37. 


ANNUITY ACQUIRED WITH INSURANCE PRO- 
CEEDS. The taxpayer was entitled to re- 
ceive 180 payments as beneficiary of 
policy on his father’s life under elec- 
tion chosen by insured. After receiving 
60 payments, he arranged with the in- 
surance company for its surrender and 
the issuance to him of an annuity 
policy. He claimed that since payments 
under the old arrangement were tax- 
free as proceeds of a matured life 
policy, the annuity should also be tax- 
free. Tax Court sustained Commis- 
sioner in taxing him, in accordance 
with the annuity rule, on 3% of the 
commuted value of policy at date of 
surrender. Clarence B. Jones, 22 TC 
No. 55. 


ContrisuTion. Contribution to corpora- 
tion, all the income of which was for 
the benefit of Amherst College, is de- 
ductible. The Court held that the 
statute expressly states that contribu- 
tions “for the use of” educational insti- 
tutions are deductible. Weed, U. S. v., 
DC Mo., 5/11/54. 


SUPPORT OF DEPENDENTS. Taxpayer 
could not prove that he supplied more 
than half the support of his children 
who were living with his divorced wife. 
She, as witness for the Commissioner, 
showed that the support furnished by 
the father was not over one half the 
total. Edwin J. Barrett, TCM 1954-49. 


CREDIT FOR DEPENDENTS. Tax Court re- 
views taxpayer’s hazy testimony and 
concludes that it is reasonable to be- 
lieve that she contributed more than 
half the support of her son in 1950 
when she was working, but not in 
1949. Gloria H. Waggoner, TCM 
1954-53. 
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Many new rulings and decisions 


affecting tax procedures released this month 


A NEW SYSTEM FOR ISSUING rulings has 
been announced by the IRS. The pur- 
pose is to make the obtaining of a 
ruling simpler and easier. 

The national office of IRS will issue: 

1. Rulings, which are intended to 
establish principles and policies in in- 
terpretation and application of law. 

2. Rulings with respect to prospec- 
tive and completed transactions except 
that rulings will not be issued if the 
identical question is also involved in a 
return already filed and open. 

District Directors’ Offices will: 

1. issue “determination letters,” 
which will apply principles and policies 
previously established to the facts in- 
volved in a particular inquiry. 

2. issue rulings only on completed 
transactions affecting returns to be 
filed in that District but not if the 
identical question is involved in a re- 
turn for a prior year which is filed 
but open. 

3. issue rulings on employment and 
excise matters (except fair market 
price) whether on prospective or com- 
pleted transactions, so long as the 
question is not being considered by the 
National Office. 

4. not issue rulings to an industry 
or trade group or if it involves an 
industry-wide problem. 

5. Where a district director revokes 
a determination letter he may not limit 
the revocation to prospective applica- 
tion only. He may revoke it. com- 
pletely but only the National Office 
has the authority to so limit the revo- 
cation. 

In general: 

1. Rulings or determination letters 
will not be issued where question at 
issue is a matter of fact, e.g., fair mar- 
ket value or reasonable compensation. 

2. While request for ruling or de- 
termination letter may be withdrawn 
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at any time, taxpayer cannot get back 
any correspondence or exhibits sub- 
mitted. This information will be re- 
tained by the Service and may be con- 
sidered in a subsequent audit of tax- 
payer’s return. 

3. Ruling can be revoked only by 
Commissioner, but determination let- 
ter can be revoked by District Di- 
rector where upon examination of re- 
turn he feels different conclusion should 
be reached (there would seem to be a 
lesser degree of security inhering in a 
determination letter than in a ruling). 


New decisions 





Certiorari denied—HosprTat RECORD. 
District Court order to hospital to per- 
mit agent examining doctor’s return to 
obtain list of patients held proper by 
CA-2. Cincotta v. U.S., Cert. den. 
5/3/54. 


CIvIL NOT CRIMINAL _ INVESTIGATION. 
Court refuses to dismiss indictment but 
orders hearing on factual question as to 
whether agents improperly obtained 
books without warning that evidence 
might be used against taxpayer. Manno, 
U.S. v., DC Ill. 1/13/54. 


TAX COURT JURISICTION. Only deficiency 
assessed was penalty for substantial 
underestimation. Held Tax Court has 
jurisdiction because penalty is part of 
the tax. E. C. Newsom, 22 TC No. 31. 


REPRODUCTION OF FORMS. Federal tax 
forms cannot be copyrighted, and those 
reproduced for sale should not be 
marked as though they were. Rev. 
Rul. 54-166, IRB 1954-20,7. 


SELF-INCRIMINATION. One summoned 
by IRS in investigation of another’s 
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return properly asserted privilege 
against self-incrimination. Replies to 
questions he had previously answered 
were not incriminating to him. How- 


ever, questions about payments he 
made might involve his liability for 
reporting income payments at source. 
Gildea, U. S. v., DC Mass. 12/7/53. 


ConbDUCT OF TRIAL. Conviction for will- 
ful evasion reversed and case re- 
manded for new trial because of im- 
proper remarks and heckling by spe- 
cial prosecutor. American Die & Instru- 
ment Works Inc., U.S. v. CA-3, 5/27/54. 


PAROL EVIDENCE RULE. The Government, 
not being a party to lease, is not per- 
mitted to invoke the parol evidence 
rule. Testimony is admitted to show 
that lease premium, not mentioned as 
consideration in written lease, was 
paid. Cooper Foundation v. O'Malley, 
DC Nebraska, 5/26/54. 


NEGLIGENCE. 25% penalty upheld where 
nightclub failed to file returns. It was 
operated for profit and advertised ex- 
tensively. Falmouth Bowling Club, 
Inc., TCM 1954-46. 


COMPUTATION OF INCOME. The taxpayer 
ran numbers game and kept a record 
of total receipts and payments only. 
This the Court found manifestly and 
grossly inaccurate. He did not over- 
come the presumption of correctness of 
Commissioner’s determination, which 
was made on calculation of profit at 
odds given. Marcus Hackerman, TCM 
1954-45. 


RELATED YEARS. The Commissioner, in 
the first proceeding in the Tax Court, 
had urged that if there was no gift in 
1946, there was one in 1944. The Tax 
Court determined the deficiency for 
both years. On appeal the Circuit Court 
did not have the 1944 issue before it 
because the government did not appeal. 
Tax Court holds that the 1944 year is 
closed. Paul Rosenthal, TCM 1954-47. 
[See also note in Inheritance and Gift 
department, page 32.] 


SUSPENSION OF PERIOD OF LIMITATION. 
The three year period for assessment of 
tax had 78 days to run when the Com- 
missioner mailed (on 12/28/49) his de- 
ficiency notice. This suspended the 
running of the statute for 90 days (to 
3/27/50) and (no proceedings being 
initiated in the Tax Court) for another 
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60 days (to 5/26/50) immediately there- 
after. The Tax Court holds that after 
the expiration of this 150 days, the 
Commissioner still had 78 days and 
assessment made therein (before Aug. 
10, 1950) would be timely. Hence notice 
of transferee liability mailed to widow 
on July 30, 1951 was within 1 year 
after the expiration of period of limi- 
tation for assessment against the tax- 
payer. [Bales, see below. ] 


TRANSFEREE LIABILITY OF INSURANCE 
BENEFICIARY. Since the decedent was 
insolvent prior to his death and had 
power to change the beneficiary of his 
policies, the widow, as beneficiary, was 
a transferee and liable for the decedent’s 
unpaid income tax. Aura Grimes Bales, 
22 TC No. 47. 


INCONSISTENT POSITION. In February of 
each year taxpayer received additional 
percentage rentals for twelve months 
ended Jan. 31. It reported on a Jan. 31 
year and included the February re- 
ceipts as income in year received. In 
previous proceeding Commissioner was 
sustained in requiring taxpayer to in- 
clude February 1947 receipts as ac- 
crued in year ending Jan. 31, 1946. 
However the Tax Court excluded from 
that taxable year the Feb. 1946 re- 
ceipts. To prevent these receipts from 
wholly escaping tax, the Commissioner 
asserted that the year ended January 
31, 1945 should be reopened under 
Sec. 3801. Tax Court holds that tax- 
payer has been consistent. Commis- 
by including receipts of two 
Februaries, is being inconsistent, and 
the inconsistent party cannot invoke 
Sec. 3801. Heer-Andres Investment 
Company, 22 TC No. 51. 


$lofici, 


INJUNCTION TO RESTRAIN ASSESSMENT 
GRANTED. Permanent injunction is 
granted; the Court finds extraordinary 
situation justifying the restraint of col- 
lection. Taxpayer, a contractor, entered 
into a compromise settlement with De- 
partment of Justice which, he asserted, 
compromised tax liability as well as 
claims under the construction contract 
Government’s jeopardy assessment was 
characterized by judge as capricious 
and arbitrary. Sanders v. Andrews, DC 
Okla., 5/13/54. 


KEEPING DOCUMENTARY STAMPS. The 
regulations require that documents to 
which stamps have been affixed shall be 
kept for four years. The ruling states 





that the attached stamps should also 
be kept for four years and suggests 
they be kept for five years, the period 
during which suit can be started. Rev. 
Rul. 54-196. 


PROOF OF OMITTED INCOME. Commis- 
sioner held not to have sustained his 
burden of proof that taxpayer omitted 
25% of gross income, which alone 
would permit assessment, under 5-year 
rule, of tax for 1946, an otherwise 
closed year. Not only did Commissioner 
fail to prove that sales of real property 
took place in 1946, he did not show that 
basis was so low that omitted gross 
income on sale was 25% of the income 
reported. Edward R. Tolfree, TCM, 
1954-50. 


AMENDMENT OF BILL OF PARTICULARS. 
Government is permitted to amend 
original bill of particulars to include 
allegation that certain commissions 
were omitted from return. This infor- 
mation, it was conceded, was not 
known to government at time indict- 
ment was made for attempt to defeat 
tax by filing false return. The Court 
held that since the substance of the 
indictment is false filing, the govern- 
ment is not attempting to bring to trial 
a crime not presented to the Grand 
Jury; it is simply offering additional 
evidence of the crime covered in the 
indictment. Wolrich, U. S. v., DC NY, 
5/25/54. 


RESTRAINT OF COLLECTION. District 
Court sustained in refusing to restrain 
collection of pinball tax. There were 
no extraordinary circumstances pres- 
ent. Robique v. Lambert, CA-5, 6/4/54. 


Non-acquiescence — Src. 722 PROCE- 
puRE. Tax Court held that when its 
jurisdiction arose on notice denying re- 
lief under Sec. 722, the government 
cannot amend its answer and raise 
other excess profits tax questions. West 
Flagler Amusement Co. Inc., 21 TC No. 
61, Non-acq. IRB 1954-20,4. 


TRANSFEREE OF PARTNERSHIP PROPERTY 
NOT LIABLE PARTNERS’ TAX. After tax 
liens had been filed against partners, 
the partnership transferred real estate 
to a corporation. The Court found that 
the land was never a personal asset of 
the partners’, and that the corporation 
was the transferee of the partnership 
and not liable for partners’ taxes. 
Worley, U. S. v., CA-6, 6/2/54. 


Miscellaneous 
new decisions 


Excise tax decisions 
DECISIONS HANDED DOWN this month 
not reported elsewhere in this issue 
are summarized below. 


TRANSPORTATION TAX. A carrier is liable 
for transportation tax on property car- 
ried to or from a government agency 
not exempt from this tax, unless it is 
expressly provided in the contract. Rev. 
Rul. 54-183. 


Firearms. $200 tax on transfers of fire- 
arms need not be paid every time guns 
are rented by television stations if the 
networks qualify as dealers and pay 
$200 occupational tax. Rev. Rul. 54-180. 


TRANSPORTATION TAX. Tax is applicable 
to entire fare even though paid separate 
for different zones. Rev. Rul. 54-182. 


ConveYANCE TAX. The purchase price of 
realty to be used in computing the 
stamp tax on conveyance does not in- 
clude the amount of a mortgage on the 
property which the purchaser agrees to 
pay off at the time of taking title. The 
mortgage was not removed by the sale. 
Rev. Rul. 54-197. 


PROMISSORY NOTE OR DEBENTURES. Circuit 
Court finds the notes were in reality, 
as in form, commercial loans, and the 
stamp tax, applicable to issuance of 
debentures, does not apply. The lender 
here was one commercial bank. The 
G.M.A.C. case is distinguished in that 
it was in reality a private placement of 
debentures which were marketable. 
District Court decision reversed. Niles 
Bement Pond v. Fitzpatrick, CA-2. 
5/5/54. 


Excess profits tax decisions 
EXEMPT EXCESS OUTPUT. Taxpayer, coal 
mining corporation, found to have out- 
put in excess of base period output and 
therefore exempt from excess profits 
tax. U. S. Powder Co. v. Cripe, DC 
Ind., 3/17/54. 


Borrowep caPITaAL. Notes issued at the 
end of each month by the taxpayer to 
its parent in the exact amount of the 
open account between them not al- 
lowed as borrowed capital. The Tax 
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Court could see no business purpose in 
the procedure. Adams Brothers Com- 
pany, 22 TC No. 53. 


722 RELIEF DENIED. Tax Court holds that 
taxpayer did not show base period was 
inadequate standard “because” of 
change in operation or management. 
During part of time creditors’ repre- 
sentatives were on board of taxpayer 
and restrained it from speculative trad- 
ing in metals. In fact, the Court said, 
the taxpayer was most successful when 
so restrained. M. W. Zack Metal Com- 
pany, 22 TC No. 46. 


Epr OPERATING Loss. An accrual basis 
corporation may not deduct excess 
profits tax paid in the year of loss for 
the purpose of computing loss carryover 
from that year. Such an adjustment is 
allowed by statute but, if the taxpayer 
is on the accrual basis, only in the 
year of accrual. Wheeler Insulated 
Wire, 22 TC No. 50. 


EPT CREDIT CARRYBACK AFTER TRANSFER 
OF ASSETS. Taxpayer’s operating assets 
were transferred to its sole stockholder 
in partial liquidation in 1943. It claimed 
carryback of excess profits credit (un- 
used because it was practically inopera- 
tive) from 1944 and 1945 to 1943. The 
Tax Court refuses to permit this on the 
ground that it would be contrary to 
the intent of Congress to allow a carry- 
back to a corporation stripped of its 
assets. Wheeler Insulated Wire, 22 TC 
No. 50. 


» 


Miscellaneous decisions 


Acquiescence —Opa FINE. Voluntary 
payment for innocent violation of OPA 
regulations allowed as deduction. OPA 
director had testified allowance would 
not be contrary to public policy. 
Farmers Creamery Co. of Fredericks- 
burg, Va. 14 TC 879, Acq. IRB 1954- 
20,4. 


ILLEGAL costs. Tax Court properly de- 
nied deduction for cost of illegal 
whiskey confiscated. Such an allowance 
would be strongly against public policy. 
Fuller v. Comm. CA-10, 4/29/54. 

TaxX ON WAGERING. Court finds Code 
section not incertain, vague or indefi- 
nite; that prosecution by information 
is proper; that evidence was sufficient 
to sustain verdict. Contreras v. U. S., 
CA-5, 5/11/54. Fernandez v. U. S., CA- 
5, 5/11/54. Sulli v. U. S., CA-5, 5/11/54. 
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NEW DEVELOPMENTS IN 
Fraud & negligence 


WITH NEW DECISIONS 











Supreme Court to rule on 
net worth accounting system 


THE U. S. SUPREME COURT has granted 
certiorari in four cases involving use 
of the net worth accounting approach 
to the determination of taxable income 
for the year. The net effect will be to 
establish or discredit this method used 
widely now by the Government in 
fraud cases. 

The Government claims that the ap- 
peals courts have upheld use of the 
net worth method. Under this method, 
the Government takes a starting point 
when it believes it knows the tax- 
payer’s assets, then adds amounts de- 
termined by other means to arrive at 
the circumstantial figure of taxable in- 
come for the period. 

The cases to be heard by the Su- 
preme Court are: Friedburg, No. 510; 
Calderon, No. 577; Holland, No. 650; 
and Smith, No. 726. 


New decisions 





CRIMINAL INTENT. Conviction of at- 
torney for wilfully evading tax upheld. 
He had omitted income from practice 
and illegal sources. There was a pattern 
of failure to report plus introduction in 
evidence of a pamphlet he had written 
about keeping records for tax purposes. 
Fischer v. U. S., CA-10, 4/29/54. 


Certiorari denied—JOINT RETURN. 
Funds drawn from corporation by con- 
trolling stockholders and concealed by 
false entries are taxable to stockholders’ 
income. Wife is jointly and severally 
liable for civil penalties for fraud in 
joint return whether or not she was a 
party to the fraud. Kann v. Comm, 
Cert. den. 5/17/54. 


OVER-CEILING costs. Income of whiskey 
business operated in daughter’s name 
is taxable to father who actually ran it. 
No capital was used. Taxpayer con- 


July, 1954 


ceded that he received unreported cash 
payments in excess of ceiling prices on 
whiskey sold but claimed he paid all of 
it for supplies. The Tax Court disbe- 
lieved the suppliers’ statements, as wit- 
nesses for the Commissioner, that he 
paid them only ceiling prices, and ex- 
ercising practical judgment, allowed 
as costs amounts equal to about 2/3 of 
over-ceiling receipts. Fraud penalties 
for failure to report over-ceiling sales 
sustained. David J. Pleason, 22 TC 
No. 48. 


Certiorari denied — Fraup. Negligence 
and fraud penalties had been upheld 
by Tax Court and Circuit Court for 
D.C. Taxpayer was held not exempt 
under Sec. 101; income was properly 
reconstructed by bank deposit method; 
numerous bank accounts and safe de- 
posit boxes and constant transfers 
pointed to fraud. Puritan Church, cert. 
den. 5/24/54. 


Certiorari denied —Fravup. The Circuit 
Court (9th Circuit) had upheld the 
conviction of Benatar of conspiracy 
with an accountant in the office of the 
collector to withhold employment tax 
and penalty and interest. Objection to 
evidence admitted and instruction to 
jury had not been sustained. Benatar 
v. U. S., cert. den. 5/24/54. 


WILLFUL EvAsIoNn. Conviction in District 
Court sustained. Straud v. U. S., CA-6, 
4/21/54. Sens v. U. S., CA-6, 4/13/54. 


CONVICTION FOR TAX EVASION ADMISSI- 
BLE. Evidence of taxpayer’s conviction 
(on nolo contendere) is admissible to 
impeach her testimony as witness. Tax 
Court finds fraud from pattern of con- 
cealment of income, destruction of 
records and false statements to agents. 
Lillian Kilpatrick, 22 TC No. 59. 


Certiorari denied —Net wort. Cir- 
cuit Court had found no reversible 
error in trial. Preof of income tax 
evasion was established by substantial 
evidence based on net worth recon- 
struction and evidence of cash income 
not reported. Mitchell v. U. S., cert. 
den. 6/7/54. 


LATER FULL PAYMENT RELEVANT IN CRIM- 
INAL TRIAL. Conviction by jury in dis- 
trict court reversed. It was error to 
exclude evidence of full payment of 
tax, that fact is relevant to intent. 
Berkovitz c. Comm., CA-5, 5/31/54. 
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TAX PLANNING AND 


Business management 


FOR TAX MEN 


How to use small tax-exempt foundation 
in planning a long-range tax program 


JOHN F. JOYCE, THE SAN FRANCISCO CPA, 
developed this interesting analysis 
of the advantages of tax-free founda- 
tions for the Fourth California Tax 
Accounting Conference. 

Mr. Joyce pointed out as background 
that there are more than 10,000 char- 
itable foundations registered with the 
Treasury; one has assets of more than 
$500 million, 48 have assets of more 
than $10 million each, but more than 
90% have assets of less than $50,000 
each. 


What you can do with a foundation. 
The purpose of a private foundation 
can be as broad, or as limited, as the 
wishes of the donor may dictate. Some 
of the more usual purposes are helping 
physically or mentally handicapped 
people, research in activities, some- 
times related to the business of the 
donor and sometimes not. A common 
purpose of a corporation foundation is 
assisting employees of the company. 

Foundations operate in one of several 
ways. Most foundations are known as 
grant-making foundations, in which 
they grant sums of money to indi- 
viduals or corporations or to estab- 
lished philanthropic agencies, to carry 
out a specified activity. Some founda- 
tions are operating-type foundations, 
in which they continually operate some 
activity that is of a philanthropic, edu- 
cational, or research nature. Others 
merely conduct periodic projects, and 
once a project is completed, remain 
somewhat dormant until another is 
selected. 


How Ford Foundation works. Per- 
haps you would be interested in a few 
of the salient points regarding the or- 
ganization of the Ford Foundation 
which is the one with assets of over 


500 million. The articles of incorpora- 
tion of the Ford Foundation are only 
three pages long. And, of course, it 
was the means by which the Ford 
family retained control of the vast 
Ford Motor Company. Henry and Edsel 
Ford established the foundation with 
an initial contribution of only $25,000. 
Subsequently, upon the deaths of 
Henry and Edsel Ford, the Foundation 
received approximately 90% of the 
nonvoting stock of the Ford Motor 
Company. The estate planners for the 
Ford family even eliminated any death 
tax on the heirs by having the founda- 
tion pay the estate tax, as specified in 
the Fords’ wills. 


Estate tax aspects. One of the princi- 
pal points to be solved in connection 
with retaining wealth is to minimize 
the heavy estate taxes payable on the 
death of the owner of a closely held 
business. This can be accomplished in 
one of several ways. First, by having 
both voting and nonvoting stock, as the 
Ford Company did, and contributing 
the nonvoting stock to the foundation. 
Second, if less than 50% of voting 
stock is contributed, the family will 
still control the corporation. Third, 
even if more than 50% of the voting 
stock is contributed, the family may 
still retain control by dominating the 
foundation, naming directors, or trus- 
tees, and providing that they choose 
their successors. In this manner, con- 
trol of the business is retained while 
the owner receives a substantial re- 
duction in income tax for each year in 
which he contributes stock to the foun- 
dation. It is obvious that the donor 
loses the annual income of the stock 
contributed, but this loss will be nomi- 
nal compared to the income tax saving. 
Another method of retaining income, 


but for a limited period only, is to 
transfer property to a foundation with 


a life estate payable to the donor or his 
dependents. 


The foundation may be a source of 
future business capital. It can loan 
money to the founder or his company, 
provided there is adequate interest and 
security. 

The foundation may also buy prop- 
erty from the creator of the foundation 
provided that a fair price is paid, thus 
giving rise to a capital gain if there 
has been appreciation, and yet the use 
of the property is retained. This type 
of transaction would occur only when 
it was essential to sell the assets under 
any circumstances — to raise cash for a 
new venture or working capital. A con- 
tractor might sell his equipment, at 
fair market value, to his foundation, 
whereas he might have considerable 
difficulty in getting fair market value 
elsewhere. 


Spreading deductions. Perhaps to 
many people another advantage is ex- 
tremely desirable. This is the ability to 
take the charitable deduction each year 
without having to make a decision as 
to which charity is to receive it. The 
foundation may accumulate funds, at 
least for a reasonable period of time 
and in a reasonable amount, and yet 
the donor gets the deduction annually, 
or in the year of making the gift to 
the foundation. Also, for an individual 
or corporation whose income fluctuates 
considerably, a large contribution de- 
duction may be taken in high-income 
years and a small deduction in the lean 
years. At the same time, the actual 
contribution by the foundation to a 
charity or philanthropic project can be 
the same amount each year. 

If an individual has frozen assets, 
such as a large residence, or works of 
art, which if retained until death might 
create a serious estate tax liability, he 
may contribute such assets to the foun- 
dation, thus removing these assets from 
his estate and also providing a deduc- 
tion on the current income tax return 
as a contribution. 


Certain requirements must be met. 
The Treasury Department has estab- 
lished some rules and restricts certain 
transactions. Generally, these rules are 
based on the fact that there is a fiduc- 
iary-type relationship between the 
donor and the foundation. Sec.162(g) 
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(2) provides that if the foundation 
makes a loan to donor or his company, 
it must have adequate security and 
bear a reasonable rate of interest. The 
foundation may not pay the donor ex- 
cessive compensation for any service 
he renders. It must not make its serv- 
ices available on a preferential basis. 
If it buys securities or other property, 
it cannot pay more than an adequate 
consideration nor can sales be made 
for less than an adequate amount. 
Finally, transactions which result in a 
substantial diversion of assets or in- 
come are prohibited. 

The foregoing restrictions are ap- 
plicable only when certain relation- 
ships exist, which are stated in Sec. 
3813(b) (c)and(e). These are as fol- 
lows, if the recipient, or party bene- 
fited, is: 

1. The creator of the foundation or 

a person related to him, or 
2. A substantial contributor to the 
foundation or a corporation con- 
trolled by such contributor. 
The violations result in three severe 
penalties: 


1. The foundation loses its tax ex- 
emption. 

2. Asa corollary to No. 1, the foun- 
dation, if a corporation, is limited 
to a 5% deduction for charitable 
contributions, and if it is a trust, 
would be limited to 15%. 

3. Any contributor’s deduction will 
be disallowed for tax purposes. 


How penalties work. The penalties 
are applicable for taxable years after 
the Treasury. has notified the founda- 
tion that it has participated in a pro- 
hibited transaction. The organization 
can recover its tax exempt status when 
it can satisfy the Treasury that it “will 
not knowingly again engage in a pro- 
hibited transaction.” 


Income accumulation. There is 
another restriction on donor’s founda- 
tion. It cannot accumulate an unrea- 
sonable amount of income. Sec. 162(g) 
(4) states “A Foundation will lose its 
tax exemption on its income (but not 
on gifts and bequests to it) if funds 
accumulated during the current year 


or any prior year, are 

1. Unreasonable in the amount or 
the duration necessary to ac- 
complish the purpose of the foun- 
dation, 

2. Invested in such a manner as to 
jeopardize the carrying out of 
such purpose. 

3. Used to a substantial degree for 
ulterior purposes.” 

It appears reasonably certain from 
the practices of established founda- 
tions, that income can be accumulated 
for varying periods, provided it is di- 
rectly related to the avowed purpose 
of the institution. If it is necessary to 
accumulate a certain capital in order 
to assure a minimum income to carry 
on a project or purpose, then income 
may be accumulated until sufficient 
capital is on hand. 

A word of caution regarding the first 
year of the foundation—do not ac- 
cumulate any income but pay out as 
close to 100% as possible. 

The 1950 Revenue Act took away 
one of the big tax advantages pre- 
viously enjoyed by many tax-exempt 





Here’s How a Typical 


An example. Let us now take a 
hypothetical example, see how these 
various factors might be applied and 
the results that would accrue. Mr. G 
owns a small business which he wants 
to leave to his son. He owns all of the 
1,000 shares, which are now worth 
approximately $300,000 or several times 
his original cost. Let’s assume that Mr. 
G is presently receiving a salary of 
$30,000 from his company and also 
dividends of $10 per share, or $10,000 
per year, a total income of $40,000. He 
has exemptions and deductions which 
bring the taxable income down to 
$35,000 and he pays a tax of $13,300. 

Now, suppose Mr. G sets up a char- 
itable foundation. All of his contribu- 
tions are deductible, within limits, of 
course, for income, gift and estate tax 
purposes. If Mr. G gives twenty shares 
of his company’s stock to the founda- 
tion, he will be entitled to a $6,000 de- 
duction for a charitable contribution 
(20 shares at $300 each). This is less 
than the allowable 20% maximum on 
his income of $40,000. In doing so, he 
will, of course, have to forego $200 in 
dividends on the shares donated. Now, 
what is his tax situation? He has a 
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salary of $30,000, dividends of $9,800, 
a total of $39,800. But his charitable 
contribution to his own foundation has 
increased his personal deductions by 
$6,000, reducing his taxable income to 
$28,800. The tax on this amount is 
$10,000. Therefore, his “take-home 
pay,” if we may refer to it by that 
name, has increased by $3,000, since his 
tax payment is that much less than it 
was before he made the gift of stock. 
He has received an immediate tax 
benefit. 

Let’s project this situation into the 
future. If Mr. G repeats this procedure 
for 10 years, his foundation will have 
200 shares of stock, with a valuation of 
$60,090, and an annual income of $2,000, 
assuming a continuation of the $10 per 
share dividend. And, if we also assume 
the same personal income tax rates 
continue during this 10-year period, 
Mr. G will have saved some $33,000 in 
income taxes. Of course, he has lost 
approximately $11,000 in dividends, but 
he is still ahead by $22,000. 

Assume Mr. G dies at the end of our 
10-year period. Assume that Mr. G’s 
company is still worth $300,000 and 
that that valuation is accepted for 
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Small Charitable Foundation Works, Taxwise 


estate tax purposes. Under the founda- 
tion plan, the 800 shares retained by 
Mr. G are worth $240,000. I have dis- 
posed of Mr. G’s other assets by netting 
them against debts and administrative 
expenses. Therefore, his net estate is 
$240,000, and assuming that the stock is 
community property, only $120,000 is 
subject to tax and the estate tax is 
approximately $9,000. 

But if Mr. G had not established his 
charitable foundation, his estate tax 
would be approximately $18,000, or 
nearly twice as much as it would be 
under the foundation plan. 

Mr. G could go one step further, by 
providing additional shares for the 
foundation through his will, thus re- 
ducing the estate tax to almost nil and 
still leave his family with 51% or more 
of the stock. 

To summarize, by giving $60,000 of 
stock to the foundation, Mr. G has 
saved $22,000 net in income taxes and 
$8,500 in estate tax or a total savings 
of $30,500. He, or his family rather, 
still retain control of the company, in 
addition to having an ideal vehicle 
with which to carry on worthwhile 
charitable activities. 
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institutions, by providing that business 
income in excess of $1,000 should be 
taxed. This provision applies to a trade 
or business “regularly carried on and 
not substantially related to the purpose 
of the organization.” This restriction 
and another that I'll mention in a mo- 
ment, are almost a subject in them- 
selves, so I’ll only be able to highlight 
them. 

The main point to remember is that 
certain types of income are expressly 
allowed to tax-exempt institutions. 
These are as follows: 

Dividends. 

Interest. 

Annuities. 

Royalties. 

Rents, with certain exceptions de- 
scribed below. 

6. Gains from sales or exchanges. 
Income from research for any 
governmental unit, and research 
income from other sources pro- 
vided the organization is engaged 
primarily in research for the pub- 
lic benefit. 

Therefore, it is evident that conduct- 
ing a business as we generally think 
of a commercial business, subjects the 
institution to tax on such income. 

There are exceptions to income from 
rentals. Such income is taxable under 
the following conditions: 

1. If the term of the lease, including 
past and future operations and 
any renewal options, exceeds five 
years, and, 

2. If the foundation, at the end of 
the taxable year, has an indebt- 
edness incurred for the purpose 
of acquiring or improving the 
property. It need not be a mort- 
gage and may have been incurred 
before or after the property was 
acquired. 
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Organizational details. The founda- 
tion could be organized either as a 
trust or a nonprofit corporation; over 
70% of those in existence are corpora- 
tions. It would probably be desirable 
to have a simple charter with broad, 
general philanthropic purposes, in 
order to allow leeway for future con- 
ditions. 

In addition, to secure tax-exempt 
status under Sec. 101(6), a foundation 
must be approved by the Treasury De- 
partment. The Treasury will not ap- 
prove a foundation until it has operated 
for a full 12-month period. Therefore, 
if a foundation begins other than on 


January 1st and yet you wish to have 
it on a calendar year basis, don’t cut 
it off at December 31st, but operate it 
for a full fiscal year. Then apply for 
the exemption, using Form 1023, and 
at the same time request permission to 
change the accounting period. 


For further information 


on personal foundations 

IF YOU WANT TO GET INTO the question 
of foundations seriously, you might 
take a look at Tax Planning for Foun- 
dations and Charitable Giving, by 
Lasser, Casey and Lord. It’s a pretty 
practical, yet comprehensive analysis 
of the tax aspects of foundations. It 
costs $12.50, and can be had from Busi- 
ness Reports, Inc., Roslyn, Long Island. 


Tax trap found in covenant 


not to compete 

BENJAMIN ARAC USES THE HORRIBLE ex- 
ample in the Hamlin Trust decision of 
the 10th Circuit to point out the really 
gruesome consequences of an improp- 
erly (taxwise) drawn covenant not to 
compete. The case did not involve any 
extraordinary or unusual situation; it 
was a common business incident of the 
sale of a business, said Mr. Arac (in 
the Bulletin of the American Bar As- 
sociation Section of Taxation) namely, 
a restrictive covenant against com- 
petition. 

The 10th Circuit upheld the Tax 
Court, (19 TC 718), and assessed ad- 
ditional tax of $32,000. A high price 
indeed to pay for ignorance of the tax 
consequences of such a contract. Small 
comfort was found by the taxpayer in 
the court’s statement that “Where 
parties enter into an agreement with a 
clear understanding of its substance 
and content, they cannot be heard to 
say later that they overlooked possible 
tax consequences.” 

The purchaser secures a decided tax 
advantage, continues Mr. Arac, if he 
can segregate the covenant not to com- 
pete, ie., if he can establish that the 
covenant is a separate item actually 
dealt with and that it has a value 
apart from that of good will. In that 
event, the price paid for the covenant 
is depreciable so that the purchaser 
can obtain annual deductions from 
ordinary income spread over the period 
covered by the restrictive covenant. 
But if the purchaser succeeds in this 
objective, there is a corresponding tax 
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disadvantage to the seller, since the 
amount received by him for this cove- 
nant is taxed to him as ordinary 
income. 

On the other hand, the tax advantage 
is with the seller if he can show that 
the covenant not to compete accom- 
panies the transfer of good will in the 
sale of a going business, and has the 
primary function of assuring to the 
purchaser the beneficial enjoyment of 
the good will acquired. In that event, 
the covenant is non-severable. Here, 
the payment for the covenant is re- 
garded as part of the price of the good 
will and the proceeds are treated as 
capital gain to the seller. The cor- 
responding tax disadvantage to the 
purchaser is that he cannot amortize 
the payment over the life of the 
covenant. 

What are the considerations involved 
in determining whether the covenant is 
to be treated as severable or merely as 
part of the transfer of good will? The 
primary concern is whether the persons 
giving the covenant are contemporan- 
eously transferring the assets and good 
taxed to them as ordinary income. 
This is true where no business assets 
will of their business. If the promisors 
are not also transferring a going busi- 
ness of their own, then any amount 
paid to them for their covenant will be 
at all are transferred by anyone, but 
simply the covenant is entered into. 

If the promisor is also selling his 
business, then the question shifts to 
whether the covenant is simply an 
ancillary and “nonseverable element of 
a transaction in which the owner of a 
going concern sells the property and 
transfers the goodwill of the business”, 
for in that case “the covenant is to be 
treated as a contributing element of 
the assets transferred and the entire 
revenue received is subject to tax on 
the basis of a capital gain.” 


Stockholders cannot force 
management to take 
advantage of tax savings 
MINORITY STOCKHOLDERS CANNOT FORCE 
the management of an investment com- 
pany to so manage its affairs as to mini- 
mize tax liability of the corporation, 
the Federal District Court in Baltimore 
has just held in the case of Conviser v. 
Simpson 525 54. The directors of this 
SEC-regulated, closed-end diversified 
investment company, had reinvested 
both income and capital gains, thus 
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failing to take advantage of the provi- 
sion of the tax law which permits such 
a company to avoid any liability for 
income tax by. paying out at least 90% 
of its net investment income to its 
stockholders as dividends. For this 
purpose both capital gains and dividend 
and interest revenues are regarded as 
income to shareholders. 

Management had followed the policy 
of reinvesting its capital gains in secur- 
ity transactions with a view to refund- 
ing the corporation’s preferred stock 
at a lower dividend rate. The result 
had been a tax liability of about $5 
million, arising from some $20 million 
of capital gains receipts. 

The court pointed out that a corpora- 
tion may pursue any policy of fiscal 
management it desires, no matter what 
the tax consequences might be. The 
fact that other similar companies do 
not pursue this policy has no signifi- 
cance so far as the present case is con- 
cerned. Here, Tri-Continental, the in- 
vestment company concerned, appears 
to be pursuing a firm policy of develop- 
ing long-term investments in response 
to the desires of nearly all of its stock- 
holders. The fact that this may fail to 
satisfy the desires of some short-term 
traders does not mean that they have 
the legal right to change corporation 
policy. 


Tax relief for small firms 


sought by House committee 
A NUMBER OF SPECIAL TAX concessions 
for small businesses are recommended 
by the Small Business Committee of the 
U.S. House of Representatives. In mak- 
ing its progress report to the House, 
the Committee piously observes that 
“There are still thousands of corpora- 
tions with inadequate financial re- 
‘sources and a need for additional oper- 
ating capital which will receive no 
relief of major importance. . .” 
“Regardless of the outlook for busi- 
ness in general,” the Committee said, 
“small firms are .. . in a more serious 
position than big business.” The Com- 
mittee recommends that: 
*A partnership option for small closely- 
held but independently owned corpora- 
tions be permitted. 
* Deductions of insurance premiums 
where insurance is maintained to pre- 
vent the dissolution of a closely-held 
corporation at the death of a major 
stockholder be allowed. 
* The responsible agencies in coopera- 
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tion with the Small Business Adminis- 
tration develop a tax amortization pro- 
gram which recognizes the needs of 
small business. Also, that the Small 
Business Administration institute a 
study to determine what effect expan- 
sion, accomplished in various industries 
under the tax amortization program, 
has had on the competitive position of 
small firms within those industries. 
Also, the Committee urges Congres- 
sional support for the following: 
* Increased depreciation through the 
declining balance method. 
* Relief for small corporations from the 


plan to make tax payments current. 

* Option for deductions of research and 
development expenditures. 

* Relief from surplus accumulations 
now considered under section 102 of the 
Internal Revenue Code. In addition, 
Congressional intent with respect to 
the “immediacy doctrine” should be 
spelled out in the act. 

¢ Additional year added to carry back 
provisions considered in computing net 
operating loss deductions. 

* Relief, through exemptions and par- 
tial credits, from double taxation of 
dividends. 


New decisions this month 


PAYMENT FOR RELEASE FROM CONTRACT. 
The taxpayer was a member of a part- 
nership which had contractural right to 
the output of certain hosiery machines 
operated by another corporation. The 
Tax Court held that the property re- 
ceived by the partnership from the mill 
was capital gain on sale. The Circuit 
Court said it was clear that if sale of 
the contract had been made to a third 
party, the gain would be capital and 
it saw no reason why the result should 
be different here. Goff, Comm. v. CA-3, 
5/12/54. 


SALE & LEASEBACK. The two stockholders 
of lace weaving corporation formed, 
with their wives, a real estate corpora- 
tion which bought its mill from the 
operating company and leased it back. 
The Tax Court found there was no 
business purpose, the terms of the 
lease were not observed, the rental set 
was unfair and the whole transaction 
lacked substance. Commissioner’s dis- 
allowance of entire rent paid was up- 
held. Riverpoint Lace Works, Inc., 
TCM 1954-39. 


TRANSFER OF INSTALLMENT ACCOUNTS. 
The Commissioner asserted that for 
the purpose of computing the gain 
realized by the taxpayer upon the gift 
of the installment obligations, they 
should be valued at face. The Tax 
Court adopted the value given by ex- 
pert witnesses — 50% of face. John H. 
Denmark, TCM 1954-48. 


EXEMPT ORGANIZATION. Corporation, 
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wholly owned by tax-exempt founda- 
tion, held entitled to exemption as or- 
ganized and operated exclusively for 
educational purposes, even though its 
charter would have permitted business 
activities. Forest Press, 22 TC No. 36. 


CLAIMING EXEMPTION UNDER SEC. 101. 
Corporations claiming exemption under 
Sec. 101 must operate for 12 months 
before they can receive a formal ex- 
emption. This Ruling sets forth: (1) 
types of organizations of a public or 
community type which can be given 
tentative letters prior to completion of 
12 months of operations, and (2) types 
of organizations (largely public) on 
which District Directors are authorized 
to issue determination letter; other 
cases will be referred to the National 
office. Rev. Rul. 54-164, IRB 1954-19, 5. 


PARTNERSHIP ALLOWED CONTRIBUTIONS TO 
DEFICIT OF RELATED CORPORATION. Part- 
nership of doctors had organized a 
non-profit hospital corporation. It was 
expected that their medical practice 
would be greatly benefitted by their 
ability to secure a hospital for their 
patients immediately. Despite their 
hopes of a profit, it ran at a loss, due 
largely to inability to collect bills. The 
partnership payment of the deficit was 
allowed as an expense. The Tax Court 
found that the purpose of the payment 
was to increase the income of the part- 
nership itself (which it did), thus dis- 
tinguishing it from cases disallowing 
payments on behalf of other taxpayers. 
Charles J. Dinardo, 22 TC No. 57. 














